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Common Interests of Lawyers and 
Certified Public Accountants* 


By Alvin R. Jennings 


The Atlantic for November, 1958, contains an article “The Team- 
sters Defy the Government,” by Clark Mollenhoff, which describes 
the investigations of the McClellan Committee. The author says: 

The McClellan Committee has had the services of the best and largest 
investigative staff ever assembled on Capitol Hill. . .. A key figure is 
Carmine Bellino, a former chief accountant for the Federal Bureau of Investi- 
gation. . . . For the first time, a specially authorized committee with plenty 
of money, a skilled investigative staff (initially 20 investigators and 25 
accountants) and a tough chairman were on the trail. 

The article tells how Robert F. Kennedy, counsel for the 
McClellan Committee, and Bellino collaborated with great effec- 
tiveness in the investigation of leading figures in labor unions 
suspected of corruption. 

This is an unusual and dramatic example of collaboration 
between lawyers and accountants. But in one way or another 
members of these two professions are collaborating every day in 
the business world. The lawyer-certified public accountant team 
is a highly effective combination in countless situations with 
which modern business is confronted. 

If this is so, and I believe that itis, one might wonder why the 
editors of the University of Detroit Law Journal have considered 
it desirable to devote this entire issue to the relations between 
lawyers and certified public accountants. There are, it seems to 
me, at least two good reasons. One, the publicity given to con- 
flicts between the two professions in recent years obscures the 
fact that their common interests are far more important than 
their differences. Two, many members of both professions do not 


* Reproduced by permission from the University of Detroit Law Journal, 
April, 1959, pp. 399-409. 
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yet realize that collaboration is in the best interest of their client 
and, accordingly, in their own self-interest. 

To my mind, the conflicts between the two professions in 
recent years are among the most curious social phenomena I have 
observed in my professional experience. While the professional 
societies through official spokesmen were battling in the courts, 
in the Congress, and in the pages of their professional journals, 
the members of the two professions continued to work together 
in harmony in the daily collaboration essential to the welfare of 
their common clients. 

Many members of both groups were asking what the shooting 
was about. 

In most communities they were saying: “We don’t have any 
trouble with the certified public accountants,” or, conversely, 
“with the lawyers.” 

It is not my intention here to review the dreary history of 
these conflicts, which I confidently believe are happily terminated. 
As background for what I hope will be more constructive com- 
ment, let me express my own conviction that the conflicts were 
based on misunderstandings, as is so often the case, arising largely 
from semantic difficulties. In short, we were fighting about words. 
When our communications improved, we found little difference 
between our ideas. 

It is significant that the trouble arose mainly in the field of 
federal income taxation, where the skills of lawyers and certified 
public accountants come together in closer relation, perhaps, than 
in any other field. But it is also significant that the protagonists 
in the conflict were not generally the lawyers and certified public 
accountants who specialized in taxation. The most violent and 
extreme positions, generally speaking, were taken by spokesmen 
of the two professions who were not familiar with mechanics and 
techniques of tax practice. 

It now is generally accepted that there is a place for both 
certified public accountants and lawyers in the tax field, and that 
the answer to their problems is in working together, not in trying 
to exclude the other from this area. 

The Statement of Principles promulgated by the National Con- 
ference of Lawyers and Certified Public Accountants, and ap- 
proved both by the House of Delegates of the American Bar Associ- 
ation and the Council of the American Institute of Certified Public 
Accountants, says in part in relation to taxation: “Frequently 
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the legal and accounting phases are so interrelated and inter- 
dependent and overlapping that they are difficult to distinguish. 
Particularly is this true in the field of income taxation where 
questions of law and accounting have sometimes been inextricably 
intermingled.” 

Dean Erwin N. Griswold, in an address before the Association 
of the Bar of the City of New York, said much the same thing 
more simply and explicitly: 


It is obvious that the separation of functions between lawyers and qualified 
accountants in this area is an extremely difficult matter. To me it is rather 
clear that there can be no sharp dividing line. You cannot say: ““These things 
are for accountants, and no lawyer shall ever do that; and these things are 
for lawyers, and no accountant shall ever do any of that.” The two fields 
clearly overlap. But even then it is not like two circles laid one over a part 
of the other with common sectors. For as I see it, there are not three clear 
zones either. You can’t say: “This is for accountants only; this is always 
for either accountants or lawyers; and this is for lawyers only.’”’ On the 
contrary, while the legal field and the accounting field clearly overlap, they 
shade into one another, with no clear line between them. In a particular 
problem, many factors may come into play, such as, the amount involved, 
the difficulty or routineness of the question, whether the practitioner, either 
lawyer or accountant is considering the question in the course of his work as 
regular adviser for the client, and so on. These are very difficult questions 
of degree, of more or less. This makes them hard to grasp and state. But 
they are not in this respect unique. They are not different from many other 
questions arising in human relationships. A factor which may be quite 
relevant in a particular case may well be the degree of training and the pro- 
fessional standing of the person whose actions are called into question. It 
may well be appropriate for a certified public accountant to do things which 
would be over the line for another with less status.! 

In any event, the persistent and patient efforts of the National 
Conference of Lawyers and Certified Public Accountants, under 
the joint chairmanship of William M. Jameson and John W. 
Queenan, brought the conflict over tax practice to a conclusion. 
(Dean Griswold has recently succeeded Judge Jameson as co- 
chairman of the Conference, representing the Bar Association.) 

Mr. Queenan’s article in this issue deals with the work of the 
National Conference and I need not dwell on it further. 

Another article in this issue, by Louis H. Rappaport, describes 
the close collaboration between lawyers and certified public ac- 
countants in matters under the jurisdiction of the Securities and 
Exchange Commission. 


1 Lawyers, Accountants, and Tazes, 99 J. Accountancy (April, 1955). 








LYBRAND JOURNAL 


It is my intention, therefore, to take advantage of this oppor- 
tunity to communicate with an influential segment of the legal 
profession by dealing with four main topics: (1) the evolution of 
accounting to professional status; (2) the characteristic activities 
of certified public accountants; (3) typical business situations 
where the certified public accountant and the lawyer come to- 
gether; (4) common problems of the two professions. 


I. Evolution of the Accountant to Professional Status 


Since the law is much the older of the two professions, and its 
professional status is unchallenged, every certified public account- 
ant has a pretty good idea of what lawyers do and what they 
stand for. Not every lawyer, however, understands as clearly just 
what a certified public accountant is, how he got there, and what 
he stands for. Collaboration between the two groups would be 
greatly facilitated, I think, if all lawyers knew these things. 

When we talk about the accountant attaining professional 
status, it may be desirable to first define what we mean by that 
term. There are innumerable definitions of a profession, many of 
which are discussed by Morris L. Cogan in an article entitled 
“The Problem of Defining a Profession,” in the Annals of the 
American Academy of Political and Social Science for January, 
1955. Dr. Cogan distills the views of many learned writers into 
the following definition: 

A profession is a vocation whose practice is founded upon an understanding 
of the theoretical structure of some department of learning or science, and 
upon the abilities accompanying such understanding. This understanding and 
these abilities are applied to the vital practical affairs of man. The practices 
of the profession are modified by knowledge of a generalized nature and by 
the accumulated wisdom and experience of mankind, which serve to correct 
the errors of specialism. The profession, serving the vital needs of man, 
considers its first ethical imperative to be altruistic service to the client. 

Fundamental to professional status are the elements of arduous 
intellectual training and commitment to an exacting ethical code. 

Accounting and accountants have performed an important 
function in commerce since the dawn of civilization. People have 
always kept books and analyzed financial statements—crude as 
these statements may have been in the earlier days. But only a 
little more than a hundred years ago were accountants first given 
professional status by the creation of the designation “chartered 
accountant,” first in Scotland and soon after in England. This 
happened simultaneously with the recognition that independent 
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auditors accepted a personal responsibility separate from that of 
the persons who employed and paid them. This responsibility 
runs not only to the chent but also to third parties who may 
depend on the financial statements, which are given a greater 
credibility by the professional accountant’s examination and 
opinion. 

The first professional accounting society in the United States 
was organized in 1887. Nine years later, in 1896, the New York 
legislature enacted the first certified public accountant law. By 
1924 all states had such laws. The CPA certificate is based on 
education, training, examination, and ethical requirements. 

Today, all the principal collegiate schools of business adminis- 
tration offer majors in accounting, and about 70 per cent of the new 
entrants to CPA ranks are college graduates. Advanced degrees 
in accounting, including masters and doctorates, are now avail- 
able at many universities. 

The American Institute of Certified Public Accountants has 
developed a uniform examination, requiring two and a half days 
of written papers in four subjects; accounting theory, accounting 
practice, auditing and commercial law. All the states and terri- 
tories of the United States have adopted this uniform examination 
and all but three states have now adopted the uniform grading 
service provided by the Institute. The result now is that everyone 
who becomes a CPA may be assumed to have met precisely the 
same standard of examination regardless of the state which confers 
the certificate. ; 

Forty years ago, too, the Institute began the development of 
a code of ethics which has now evolved to nineteen major rules 
supplemented by published opinions of the committee on ethics 
and resolutions of the governing Council. All local societies of 
certified public accountants followed suit. Rules of ethics have 
been written into the CPA laws of about half the states. Un- 
ethical conduct may be punished by expulsion or suspension from 
the professional societies, in half the states by revocation or sus- 
pension of the CPA certificate, and by possible disbarment from 
practice before the Treasury Department and the Securities and 
Exchange Commission. 

Today, in the seventy-first year of an organized profession of 
accounting in this country, there are about sixty thousand CPAs, 
of whom more than thirty-two thousand are members of the 
American Institute of Certified Public Accountants. 


~] 
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Certified public accountants recognize that they have not yet 
gained universal acceptance by the public as peers of the tradi- 
tional professions. But they feel that they are well on the way 
toward meeting the standards of a profession as defined by 
Dr. Cogan. 

Perhaps because they are not quite certain of universal accept- 
ance, certified public accountants tend to be a little touchy about 
their professional status. They dislike being classed with all kinds 
of accountants, and being grouped together with all sorts of 
businesses under the common heading of “‘laymen”’ in speeches 
and articles by eminent lawyers. They would like to be accepted 
as a responsible professional group, though admittedly junior to 
the bar. 

The principles and techniques of accounting are assumed by 
many people, and I fear this includes some lawyers, to be simple 
and precise. Nothing could be further from the truth. Problems 
confronting the certified public accountant involve exercise of 
highly sophisticated judgment. He must make informed choices 
between alternative decisions. He must surmount the difficulties 
involved in attempting to reduce to understandable terms the 
financial aspects of the most complex business operations and 
transactions. 

Essentially the certified public accountant is concerned with 
distinctions between capital and income (which are far more dif- 
ficult than the uninitiated might suppose), appropriate classifica- 
tions of items of income and expense (which again often present 
baffling difficulties), the appropriate matching of costs and 
revenues, and allocations to the proper fiscal periods. 


II. Characteristic Activities of Certified Public Accountants 


Individual certified public accountants may adapt their indi- 
vidual talents to a wide variety of activities. But the character- 
istic work of the certified public accountant in professional public 
practice may be said to consist mainly of the following activities: 

1. Examination of financial statements and underlying books and records 
(auditing) for the purpose of expressing a professional opinion on the fairness 
with which the financial representations as to financial position and operations 
are stated. 


2. Periodic examination of books and records and preparation of financial 


statements (with or without a professional opinion) primarily for the informa- 
tion of the management of smaller businesses. 
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3. Special examinations or investigations for prospective purchasers of a 
business, for the detection of fraud or other irregularities in conjunction with 
stockholders’ suits, fire losses or other insured losses, or for a wide variety of 
other purposes. 

t. Practice before agencies of the federal or state governments such as 
the Securities and Exchange Commission (as discussed in Mr. Rappaport’s 
paper); the Internal Revenue Service (preparation of returns and settlement 
of tax liabilities); the Federal Trade Commission (Robinson-Patman Act 
proceedings); Utility Commissions (rate cases) and the like. 

5. Services to management for the internal purposes of a business, includ- 
ing preparation of budgets; determination, analysis and control of costs; 
installation of systems; and many related activities. 

This brief summary by no means exhausts the catalog of 
services offered by CPAs. I think it does serve in a general way 
to indicate the usual scope of his work. 

Two things should be noted in particular. First, a very large 
part of the certified public accountant’s work is performed on the 
premises of the client. Second, his work is of a recurring nature 

he gives the same type of service to the same client periodically, 
sometimes monthly, sometimes quarterly, sometimes annually. 

For both these reasons, the certified public accountant in- 
evitably acquires a large measure of familiarity with the client’s 
business, its personnel, its policies, its financial progress. 

One of the most interesting articles to come to my attention 
in the preparation of this paper is Accountant as Problem-Dis- 
coverer, an address delivered at the Tenth Tax Institute of the 
University of Southern California School of Law, Los Angeles, in 
the spring of 1958, by Lotis M. Brown, a member of the Cali- 
fornia Bar Association and the Section of Taxation of the American 
Bar Association. 

Mr. Brown points out that lawyers have traditionally worked 
with the unusual, the abnormal, the uncustomary, while the ac- 
countant’s role is just the reverse. He traditionally works with 
the normal, the customary, the usual facts—all the facts trans- 
latable into monetary amounts. 

The lawyer, Mr. Brown continues, traditionally has no tech- 
niques requiring his services on a periodic routine basis. Rather, 
he awaits the rise of legal trouble before he is called upon to 
exercise his skills, while the accountant works periodically regard- 
less of the financial condition of the business. 

These facts lead Mr. Brown to suggest that the accountant 
has an important role as a “‘problem-discoverer.”. Mr. Brown is 
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talking about taxes. He emphasizes the opportunity of the ac- 
countant to discover situations which may involve opportunities 
to minimize the client’s taxes before irrevocable decisions have 
been made. After the problem has been discovered by the ac- 
countant, it may often require collaboration with a lawyer to find 
the sound solution. If the problem is not discovered in time, there 
will be no opportunity for an effort to solve it. 

Mr. Brown says: 

Problem-solution is never possible unless preceded by problem-discovery. 
If the accounting profession is, as I believe it to be, keenly connected with 
the area of problem-discovery, I suggest that its public has not yet come to 
appreciate the high significance of problem-discovery as a function which not 
only deserves time and attention, but is entitled to be awarded appropriate 
compensation 

He continues: “The problem-discovery function of account- 
ants is not limited to taxation. It includes discovery of possible 
trouble in the whole range of law. The ideal toward which we 
might strive is to find procedures for the automatic discovery of 
legal problems just as there are automatic discovery procedures 
in the double entry system of accounting.” 


II. Typical Business Situations in Which the CPA and the 
Lawyer Come Together 


A. In the field of estate planning 


In an unrestricted audit a certified public accountant almost 
invariably reviews insurance coverage of all kinds. He does not 
profess to be an insurance expert, but he often recommends in- 
creased coverage or new coverage in areas where there seems to 
be a clear deficiency. In addition, his knowledge of taxation en- 
ables him to judge the probable tax effect of the utilization of 
insurance in various ways. The CPA may also be helpful in valu- 
ing assets, such as the capital stock of a closely held corporation. 

A certified public accountant is often in the best position to 
bring the necessity for an estate plan to the attention of the client 
and to do some of the preliminary work incidental to the develop- 
ment of such a plan. He is familiar with the client’s assets and 
liabilities and the sources of his income. He is usually familiar 
with the family status of his client, since he often handles per- 
sonal tax work for the officers of corporations or the individual 
members of the partnership, as well as for the business entity 
itself. He frequently develops a very intimate and confidential 
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relationship with the client. By his continuing contact with the 
client, the CPA is in a position to note changes in his financial 
status or needs. 

One accounting firm proceeds in the belief that every chent 
should have an estate plan, no matter how small the estate may 
be. This firm suggests to every client that a plan be developed 
which may be changed as necessary in the light of changing con- 
ditions. When the client agrees, the accounting firm proceeds as 
follows: 


1. We prepare a complete analysis of his existing situation, including a 
listing of assets and liabilities and analysis of wills, trust agreements and other 
documents affecting income or the estate and then show computations as to 
what tax effects will be upon the death of either the client or his wife. 

2. Ina separate report we indicate a number of the alternatives available 
to him to improve liquidity, reduce tax, or otherwise improve the position of 
the family as a unit. We also make computations showing the effects of some 


of these moves if he adopted them. We do not specifically recommend the 


plan, but state at the end of this analysis that the time has come for a joint 
meeting with his lawyer, trust officer and life underwriter. 

3. We then proceed to work with the client and the other members of 
the estate planning team in developing the best plan, having in mind the 


objectives and prejudices of the individual, the tax factors and all other 
elements to be considered. 


B. Pension or profit-sharing plans 


The certified public accountant is also frequently in a position 
to recommend that a client consider the desirability of a pension 
or profit-sharing plan—or, conversely, the client is likely to con- 
sult the CPA first about the desirability of such a plan. The 
CPA knows in general the financial capacity of the business, he 
is aware of the tax implications and the advantages or disadvan- 
tages of similar plans which have been adopted by other clients. 
He is in a good position to initiate the consideration of such a 
matter. However, a certified public accountant would never dream 
of proceeding very far toward the execution of a pension or profit- 
sharing plan without suggesting that a lawyer be brought in, and 
that the advice of a good insurance man be sought. 


C. Voluntary extension of credit 


Many a small business man would have been forced into bank- 
ruptcy or liquidation without the collaborative assistance of his 
lawyer and certified public accountant. Working together, these 
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two may set up a voluntary plan of extension of debts, arrange 
for an issue of debentures for the major creditors, develop the 
budgets, cash projections, and other financial data necessary to 
assure the creditors that this was a good risk. 


D. Insurance losses 


Claims for insurance losses, particularly involving business in- 
terruption insurance, are often difficult to settle. Sometimes it 
is necessary to prepare for litigation. In such cases CPAs have 
compiled the facts on industry trends, profit margins, continuing 
expenses, sales and purchase contracts, and similar matters, while 
the lawyer has reviewed the law and prepared the pleadings, and 
often have brought the case to a satisfactory settlement before 


going to trial. 


E. Labor negotiations 


Lawyers representing clients in labor negotiations have called 
upon CPAs to establish facts on unit costs, productivity of the 
workmen, lost time, overheads, and similar items. Activities of 
this kind often take much of the emotion and distrust out of the 
negotiations, permitting settlements satisfactory to both sides. 

The list of situations in which lawyers and CPAs have worl ed 
together effectively is almost infinite. To those already mentioned 
could be added: corporate reorganizations; mergers; spin-offs and 
liquidations; preparation for various types of litigation involvir g 
questions requiring analysis of accounts; expert testimony; prepa- 
ration of contracts involving accounting concepts; accountings in 
patent infringement suits; and so on. 

A certified public accountant cannot do his work without some 
knowledge of the law. Most lawyers find it necessary to acquire 
some knowledge of accounting. The ideal situation is where each 
knows enough about the other discipline to know that he can’t 
get along without the services of the member of the other profession. 


IV. Common Problems of the Two Professions 


Aside from opportunities for specific collaboration in the in- 
terests of common clients, the professions of law and accounting 
as a whole face problems which suggest closer collaboration be- 
tween their organizations—and, indeed, have led to such collabo- 
ration in some Cases. 
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All professions have a strong common interest in freedom to 
regulate themselves, and to express their independent judgment 
independent of government in forming professional standards. 

It would not be difficult under our political system for the 
state and Federal governments, if widely supported by public 
opinion, to take over a large part of the function of regulating 
professions and setting their standards. 

Dr. Cogan, in the article I have mentioned, says: 

At the very least the professions should be examining the enormous 
readjustments taking place in the relations between practitioners and the state 
under the socialist regime in Britain. These are of major importance to pro- 
fessions in the United States. Such processes need to be subjected to close 
scrutiny. The insight gained from this research may contribute to the survival 
of professions. 

For their own welfare the professions need to support extensive 
investigations of their own history, their behavior, and their problems. 
Otherwise, they may have to resign themselves to vagueness about their own 
rights, privileges, and responsibilities; they may expect creeping encroachment 
by pseudo professions; they may witness the gradual dissolution of the very 
attributes that have contributed to their survival and growth. 


It occurs to me that this kind of research and self-examination 
might be done more effectively by a group representing all the 
recognized professions—perhaps with the support of one of the 
foundations—than if it were attempted by each profession for 
itself, with consequent exposure to charges of self-interest. 

Professional men practicing as individuals suffer a grave dis- 
ability under present tax laws in attempting to provide retirement 
income for themselves. In contrast, their professional brethren 
employed by corporations are being provided adequate pensions, 
with contributions by the employer which are deductible for tax 
purposes. The Jenkins-Keogh bill (H.R. 9 and 10) was an at- 
tempt to ameliorate this disability for professional practitioners 
and other self-employed persons, of whom there are approximately 
ten million in the United States. It provided that annual con- 
tributions to a restricted retirement fund made by an individual 
in his own behalf, and limited in amount, could be deducted for 
current income tax purposes. The bill passed the House of Rep- 
resentatives and failed only by a narrow margin to win support 
in the Senate. It will be re-introduced next year. 

In support of this bill, the American Bar Association and the 
American Institute of Certified Public Accountants, together with 
the American Medical and Dental Associations, have been espe- 
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cially active. Certain it is that their efforts at collaboration have 
been far more effective than if each of them had pursued its own 
course, and it is to be hoped that this collaboration will be con- 
tinued and extended. 

The professions were at first divided on the question whether 
their membership be included under social security benefits. The 
American Bar Association and the American Institute of Certified 
Public Accountants decided to reject the benefits, but later re- 
versed themselves and their members are now included. The 
medical profession is the only one now excluded. It might be 
desirable to have machinery for mutual consultation on matters 
of this sort, in order that the professions, if possible, might present 
a united front. 

It might be desirable to have a study made of the extent to 
which Federal regulatory statutes might be applied to the pro- 
fessions, particularly in cases where the legislative history indi- 
cates that the laws were originally intended to apply to industrial 
and commercial enterprises. For example: some certified public 
accountants have faced efforts to force their compliance with the 
Wage and Hour Law, with definitions which were clearly origi- 
nated with industrial organizations in mind. Engineers are con- 
cerned about efforts to unionize their members under the labor 
laws. A medical association was subject a few years ago to an 
anti-trust suit. If the professions united in forming policies on 
problems such as these, and expressing their views to Congress, 
their influence would be greater than it is now, when each pro- 
fession acts unilaterally, at widely separated time intervals, and 
sometimes takes positions inconsistent with those of the other 
professions. 

Particularly in regard to legislation involving taxation and 
other business and financial matters in which both lawyers and 
certified public accountants can claim a measure of expertness it 
might be desirable for our two associations to consult more fre- 
quently in an effort to agree on policies and to time their actions 
so that they would have the greatest aggregate effect. 

At the annual meeting of the American Institute of Certified 
Public Accountants at Detroit last October, where I handed over 
the gavel as president of the Institute, the immediate past presi- 
dent of the American Bar Association, Charles Rhyne, made a 
stirring address which was received enthusiastically by our mem- 
bers. Mr. Rhyne’s appearance, to my mind, symbolized dramati- 
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cally the community of interests between our two professions. It 
is my personal hope that the future will see rapidly extending 
collaboration between lawyers and certified public accountants in 
professional service to mutual clients, and, in addition, more fre- 
quent consultation, joint meetings, exchange of speeches and 
articles in the respective professional journals. I sincerely feel 
that such exchanges will increase the usefulness of both professions 
to the American public. ; 


New Publications 


“S.E.C. Accounting Practice and Procedures” by Louis H. 
Rappaport has been reprinted in order to incorporate recent 
rulings. 
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Notes on Partners 
Notes on Partners 


Following are brief biographies of the three men who became 
partners with the recent mergers of the practices of Lybrand, 
Ross Bros. & Montgomery and Chesnutt Murphy & Poole, 
Nicholson, Reyburn & Company, and Thomas & Moore. 


HARRY W. MOORE 


Harry W. Moore was born in Little Valley, New York, June 23, 
1896. He came to California in 1913 and has resided there since 
that time except for a period of service in World War I. He 
received the B.C.S. degree from Southwestern University and his 
C.P.A. certificate from the State of California in 1921. 

Mr. Moore has been a member of the American Institute of 
Certified Public Accountants since 1924 and was President of the 
Los Angeles Chapter of the California State Society of C.P.A.’s 
in 1927. From 1921 to 1924, he was Chief Auditor for the Divi- 
sion of Corporations of the State of California. 

Mr. Moore and Mr. Ivor Thomas formed the firm of Thomas 
& Moore in 1924. Mr. Moore continued as a partner of that 
firm until the merger with Lybrand, Ross Bros. & Montgomery 
on January 1, 1958. 


FLAY L. MURPHY 


Flay L. Murphy was born in Lebanon, Missouri, on March 11, 
1898. He attended public schools and received the Bachelor of 
Commercial Science degree from Southeastern University at 
Washington, D. C., in 1920. During the first World War, he 
served in the United States Navy. After approximately two years 
with the United States Bureau of Internal Revenue at Washing- 
ton, D. C., he engaged in the practice of public accounting. 

In 1925, he became one of the partners organizing the firm of 
Chesnutt, Murphy & Poole at Chicago, Illinois. He continued 
as a partner in that firm until February 1, 1958, when the prac- 
tices of Chesnutt, Murphy & Poole and Lybrand, Ross Bros. & 
Montgomery were merged. He has been a partner of Lybrand, 
Ross Bros. & Montgomery at Chicago since that date. 

Mr. Murphy is a Certified Public Accountant of Illinois, Iowa, 
and Indiana. He is a member of the Illinois Society of Certified 
Public Accountants and the American Institute of Certified Public 
Accountants. He has served as a director of the Illinois Society 
and on committees of both organizations. He has participated as 
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a lecturer in the New York University Tax Institute. At the 
time of its organization, he served as Chairman of the New Trier 
Township High School Caucus. He has been active in the affairs 
of that school and also served as Chairman of the New Trier 
High School Parents’ Association. 

Mr. Murphy lives in Wilmette, Illinois, is married, and has 
three daughters. 


H. O. REYBURN 


H. O. (Rey) Reyburn was born in Granby, Missouri, on May 3, 
1915. He attended public schools in Baxter Springs, Kansas, and 
graduated from State Business College in Miami, Oklahoma. 
While working for Shell Oil Company in the Kansas oil fields and 
in the Tulsa, Oklahoma, office, he obtained his accounting educa- 
tion by correspondence and in night school at the Oklahoma 
School of Accounting, Law and Finance, where he received a 
B.C.S. degree. He subsequently taught in the night school for 
twelve years and was dean of the school of accounting the last 
four years. 

Mr. Reyburn is a certified public accountant of Oklahoma 
and Texas and a member of the state societies of both states. He 
is a past president of the Oklahoma Society of Certified Public 
Accountants and of the Tulsa Chapter of the Oklahoma Society. 
He is a member of the National Association of Accountants and 
served one term as president of its Tulsa Chapter. He is a member 
of the American Institute of Certified Public Accountants and is 
serving his second term on its Professional Ethics Committee. 
For the past four years, he has been a member of the Oklahoma 
State Board of Accountancy. He has been a deacon in the First 
Baptist Church of Tulsa for seventeen years and is serving his 
seventh term as its Treasurer. 

Mr. Reyburn joined the Tulsa office of the firm October 1, 
1957, when the firm of Nicholson, Reyburn & Company was 
merged with our Tulsa office. Mr. Reyburn was the principal 
surviving partner of the firm of which he had been a partner for 
fifteen years. 

Mr. Reyburn was married December 3, 1938, and has three 
children—Kim 18, Donna 16 and Tom 15. Kim is a freshman at 
M.1.T. Mrs. Reyburn does the psychological counseling for the 
school of nursing at Hillcrest Medical Center while she completes 
the research for her doctorate at the University of Tulsa. 
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Management Action and Planning 


for Suecessful EDP Installation 


By Michael Shegda 


(Management Services Research & Consulting Division) 


Electronic data processing systems are considered by many 
executives to be the most powerful management tools ever de- 
veloped. Their flexibility and capacity permit the introduction 
of methods, systems, and techniques hitherto impossible or eco- 
nomically impracticable. 

The potentials of electronic data processing systems have been 
recognized by management in business, industry, and government 
as evidenced by the spectacular growth in the number of instal- 
lations since 1954, the year of the first business application. By 
the end of 1958, over 2,000 systems were installed and hundreds 
of additional systems are on order. Many of these systems are 
used for mathematical and engineering work, but accounting and 
managerial control applications are predominant. Starting with a 
complicated payroll application in 1954, EDP systems have been 
adapted to personnel procedures, general accounting, cost account- 
ing, sales and revenue accounting, customer billing, dividend pro- 
cedures and other clerical functions. EDP systems are also being 
used for such planning and control functions as budgeting, sales 
forecasting, inventory control, material production requirements 
and machine loading and scheduling. 


Disappointments 


The record to date in terms of numbers of installations and 
types of applications is perhaps more impressive than the suc- 
cesses of EDP systems. It is true that many companies have har- 
nessed the power of EDP systems to good advantage, have done 
it economically, and are well satisfied with their results. Costs 
have been materially reduced, clerical methods have been stream- 
lined and mountains of paperwork have been eliminated, better 
and more timely operating reports are being produced, inventories 
have been reduced without impairing ability to meet demand, 
and planning has been improved. However, the same degree of 
success has not been achieved by all companies which have ven- 
tured into the EDP field. 
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Many managements find that they are spending more to oper- 
ate with computers, without any significant “intangible” benefits 
to compensate for the increased costs. In some cases, program- 
ming and installation costs were much greater than original esti- 
mates, thus causing the ‘payoff’ period to be increased by several 
years. Some companies have found that their EDP systems did 
not have the capacity to handle all of the data processing work 
for which they were intended.': Some companies have been study- 
ing the EDP field with staffs of six to twelve people for periods 
in excess of three years without making an equipment decision, 
but with substantial expenditure of funds. In the light of these 
experiences, some executives have taken a dim view of EDP. 
Those with unsuccessful installations are plowing more money 
into their programs in order to salvage their investments. Others 
who have not committed themselves for EDP equipment are 
rationalizing that they have profited by not taking the step. 

Should it be as costly to evaluate the applicability of EDP 
equipment as indicated by the experiences of some companies? 
Are EDP systems impractical except for mechanization of large- 
scale clerical functions? Is it necessary to wait until the system 
is installed and operating before an evaluation can be made of its 
costs and benefits? The answer to these questions is No! The 
experiences of the past four years are available for any company 
whether it is considering an EDP system, or is in any of the 
various stages of EDP planning. Each user need not be a pioneer. 
Major Problem Areas 

It is difficult to generalize about the most practicable approach 
to EDP. Obviously, the organizational structure, the caliber of 
personnel, and the nature and scope of data processing functions 
will vary widely from company to company. However, experi- 
ences with EDP systems indicate that the major problems en- 
countered are likely to be found in the five following areas: 

A. Management responsibility, 

B. Staffing, 

C. Survey of present procedures, 

D. System design, 

E. 


The relationship of the problems in these areas to the eco- 


Equipment. 


nomics of using an EDP system, selection of equipment, and 


‘ Reprogramming and associated costs for conversion to a larger EDP 
system were estimated by one company at $800,000. 
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implementation of an EDP program are considered in the follow- 
ing discussion. It should be realized, however, that special situ- 
ations might necessitate deviations from some of the recommended 
methods. 


Preliminary Evaluation 


EDP systems are by no means applicable in all situations. In 
some companies, punched card equipment, bookkeeping machines, 
and other similar office equipment can be used more economically 
and with equally good or better results than the smallest EDP 
systems. On the other hand, the applicability of EDP equipment 
has been demonstrated in several industries such as public utili- 
ties and insurance for companies whose business volumes exceed 
certain minimums. 

Prior to authorizing a detailed and costly EDP study, manage- 
ment should obtain some assurance that the company’s data 
processing requirements do not preclude the use of an EDP sys- 
tem. This assurance should be rendered by personnel experienced 
in the EDP field on the basis of a brief survey of the nature, 


volume, and costs of the company’s data processing functions. 
Management Responsibility 


One of the major reasons for disappointments and failures in 
the EDP field has been insufficient planning, stemming from lack 
of direction by top management. Top management does not 
have to be expert in the technical aspects of EDP equipment, but 
must have an understanding of what an EDP system can and 
cannot do, how an EDP system can be put to work, and the 
amounts of funds involved when an EDP program is initiated. 
Management should be willing to effect procedural and organiza- 
tional changes, sometimes on a wholesale basis; to direct and 
control the cooperation of its division or department managers, 
for an EDP system should be applied to all of the company’s 
data processing needs. Management must assume the responsi- 
bility for many decisions in the areas of staffing, system design, 
expenditures, and progress of the program. All of this assumes 
that management has acquired an understanding of EDP. How 
can management obtain the-required knowledge of EDP? The 
ideal method is attendance at specially designed seminars in 
which the EDP applications are based on the broad problems and 
major data processing applications of the company. Alternatively, 
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management personnel can attend a general EDP orientation 


seminar sponsored by a professional management organization. 


Objectives of Management 


A program without adequately defined goals and objectives 
tends to flounder. Goals and objectives for an EDP program 
should be defined by managment in terms of scope of applications 
to be considered and the standards for measuring the economy 
and desirability of an EDP system. For maximum effectiveness, 
the scope of the applications should be broadly defined so that 
most, if not all, of the facets and data processing requirements of 
the business are encompassed. Limitation of the program to con- 
version of punched card systems to EDP systems seldom proves 
to be beneficial. Similarly, except in the most unusual situations, 
applications of medium or large scale EDP systems to the data 
processing requirements of one department or function only is 
seldom a wise decision. 

The objectives for an EDP study were defined by management 
in one company as follows: 

To enable the company to earn a larger net profit than it could otherwise 
do under its present system of operation or under any practical improvements 
in its present system. The larger net profit is the sum total of improvements 
in many specific areas, such as reductions in clerical work, lower inventory 
investment, speedier collections, better customer relations and service, and 
better and more timely reports for use in management decisions. 

In addition, this management outlined the specific objectives 
for each area. For example, the following inventory objectives 
were specified: 

A. To increase inventory turnover. 

B. To keep an inventory in each warehouse which will be the minimum 
necessary to meet sales demand. 

C. To reduce reshipment of inventory between field warehouses. 

D. To provide current, accurate information on inventory and inventory 
requirements. 

These objectives state clearly the company’s desire for more 
than mechanization of existing procedures. They indicate the 
need for a complete systems study and for the application of 
operations research techniques to the inventory problem in the 
EDP program. 

In each case, management should establish a financial and 
time budget for such functions as the survey of the existing sys- 
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tem, development of an EDP system plan, and selection of equip- 
ment. Costs for the above functions have ranged from $15,000 
to over $250,000 for medium and large scale EDP systems and 
have taken from three months to over three years to complete. 
A number of companies which have planned properly have _per- 
formed these functions for less than $50,000. Although it is quite 
possible that this sum may be exceeded by companies with large 
complex data processing applications, the maximum costs should 
be much less than $250,000. 


Staffing 

The EDP study should not be staffed either as a part-time 
task or strictly as a staff function. It requires the full-time par- 
ticipation of a number of well qualified personnel. A staff group 
is required to plan the program, and to coordinate and implement 
the data processing needs of the divisions or departments. How- 
ever, the data processing requirements must be determined by 
the departments. A serious error commonly made is designating 
a staff group to formulate the data processing needs and to do 
the system planning without the direct participation of the 
departments. 

The EDP group itself should be limited to about three people. 
These individuals should have a broad background in systems 
work and usually should have an understanding of applied mathe- 
matics. In addition, each individual should be capable of clearly 
expressing and selling his ideas. Although such personnel usually 
can be recruited from within the company itself, valuable assist- 
ance can be obtained by including a consultant’s representative 
in the group. The consultant can supply the direction and guid- 
ance to perform the EDP study efficiently and economically. 

The EDP group should be responsible only to top manage- 
ment. Thus, the group can serve as the management’s advisory 
staff with line authority to direct and coordinate the efforts of 
the departmental representatives in developing the most desirable 
data processing system for the entire company. 

At least one person should be appointed from each department 
to work with the EDP group. These departmental personnel 
must be acquainted with the departmental functions and data 
processing requirements and, preferably, should be chosen from 
the supervisory force. Their assignment during the survey and 
preliminary system design phases will require a participation for a 
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period of several weeks to several months. Upon the completion 
of the preliminary system design, they can return to their normal 
duties until equipment has been selected and detailed planning 
for departments is initiated. 

The members of the EDP group as well as the departmental 
personnel who will participate in the EDP study need not have 
prior background in EDP, but they should receive specialized train- 
ing. This training should be much broader than equipment com- 
ponents and coding techniques for one or more EDP systems. 
Ideally, they should be given a two to three-week course in which 
the following topics are presented: 

A. What computers are and how they work. 

B. Elements of electronic data processing systems—input, output, and 
storage equipment. 

C. Stored program concept. 

D. Typical applications of electronic data processing systems. 

E. Characteristics and costs of available electronic data processing 
systems. 


F. Techniques of survey work. 

G. Selection of equipment. 

H. Detailed planning and programming. 

I. Conversion problems. 

J. Installation requirements. 

K. Introduction to operations research. 

The typical programming course given by manufacturers of 
EDP equipment does not fulfill these requirements mentioned 
above. Such courses are too limited in scope and they emphasize 
coding techniques for one particular system rather than systems 
analysis techniques, EDP problems and comparative analyses of 
EDP equipment. Several companies have had consultants give a 
course of the type outlined above to their personnel. 


Survey of Present Procedures 


The EDP group should take the initiative in the EDP study. 
The EDP group should define and sell the objectives of the survey 
to the departmental managers. The mere assignment of per- 
sonnel to an EDP study does not necessarily mean that the 
departmental managers will be enthusiastic or cooperative. 

Although most of the survey work performed by the depart- 
mental personnel will be of a detailed-data-gathering and flow- 
charting nature, the knowledge they will gain of the details of 
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existing procedures will enable them to do more effective system 
planning. In addition, departmental personnel can usually per- 
form the data-gathering function more economically and more 
effectively than personnel unacquainted with the existing system. 

The types of data to be gathered during the course of the 

survey are as follows: 
A. Nature and volume of transactions, records, and report. 

Contents and volumes of all transactions processed, records maintained, 
and reports produced should be documented on specially designed forms. 
These forms usually called “data sheets,’ should provide for data field lengths, 
volumes and other pertinent information. Volume data should reflect not 
only the existing conditions, but also anticipated changes. 

B. Cost data. 


The cost data to be obtained are those relating to both the present and the 
projected number of clerical personnel, business machine costs, and telephone 


and wire communication costs. 
C. Samples of all forms, records and reports. 


D. Special data processing and management problems. 

Information on the timeliness of reports and the inadequacy of accounting 
or control data and reports should be noted for each department. In addition, 
data should be gathered to document those conditions viewed by management 
as problem areas—inventory on hand, back orders, cancellations, inadequate 
sales analyses, ete. 

Flow charts depicting the intra- and interdepartmental data 
processing activities should be compiled. These charts should be 
general rather than detailed. Detailed charting of existing pro- 
cedures is too time consuming and costly for EDP survey work. 
Some detailed charting may be necessary after the EDP system 
is selected and computer flow charting is initiated. 


System Design 


The full benefits of the particpation of the departmental 
representatives can be realized during the design of a broad EDP 
operating plan. The design work should be done jointly by the 
EDP group and departmental representatives, with the EDP 
group furnishing the necessary guidance and coordination. In 
this manner the departmental managers can be insured that re- 
alistic and satisfactory plans are developed. Participation by the 
departments will also be instrumental in obtaining the required 
cooperation of the managers and will lessen the need for the 
EDP group to sell the plans for, and benefits of, an EDP program 
at this level of management. 
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In developing the system plans, the concepts of centralization 
and integration of data processing functions, consolidation of 
source records, and use of a communication network should be 
considered. Serious consideration should also be given to incor- 
porating exception reporting and operations research techniques. 
It should be the function of the EDP group to insure that such 
concepts and techniques are considered. 

After a plan has been developed and approval has been ob- 
tained from departmental managers, a preliminary cost study 
should be made to indicate the economies which may be achieved 
and the costs of the EDP system. The departmental representa- 
tives should participate by furnishing estimates of clerical cost 
reductions and by evaluating intangible benefits such as improved 
customer service, better and more timely operating data and in- 
ventory improvements. Such intangible or immeasurable benefits 
can be more significant than measurable cost reductions at this 
point of the survey.” Since the purpose of such a cost study is 
to enable management so decide whether the EDP program should 
proceed to the next stage of selecting equipment or whether 
alternative methods of improvement should be considered, it is 
extremely important to explore all potential benefits even though 
some cannot be measured in dollars. 


Preparation of Requests for Proposal 


A widely used purchasing policy for nonstandard products is 
the submission of specifications to suppliers with a request for 
bids. There is no reason why the same procedure should not be 
followed in selecting an EDP system for there are a number of 
reliable manufacturers in the EDP field, each with equipment 
with different characteristics, capacities, and prices. Furthermore, 
such services as maintenance of equipment, system planning, pro- 
gramming assistance and training vary among the manufacturers. 

The basis for specifications, in a request for a proposal, should 
be the system plan developed by the EDP group and the depart- 
mental representatives. This plan, together with a detailed defi- 
nition of all input, output, and file requirements and volumes, 
should be presented to the manufacturers of EDP equipment. 
To facilitate the evaluation of proposals by the EDP group, the 

2 Maximum effort should be made by the EDP group and departmental 
personnel to obtain dollar yardsticks from management for measurement of 


“ee 


as many of the “intangible” benefits as is possible. 
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manufacturers should be asked to include the following with their 
proposals: 

A. Process chart of the computer and auxiliary machine operations, 
including punched card operations, required to implement the plans. 


B. Processing time for each type of data processing equipment recom- 


mended. 
| C. Proposed method of storing and arranging each master file. 
D. Rental charges, purchase prices, and maintenance charges. 
I. Status of each unit in the system—whether it is installed and operat- 
ing in the field, or being developed. 
F. Delivery and installation dates. 
| G. Training, planning, and programming assistance to be furnished. 
H. Equipment installation requirements and costs. 


I. Requirements and prices of supplies such as magnetic tapes, plug- 
boards, ete. 

Preparation of a request fer proposal as an aid in selecting 
EDP equipment affords the following advantages: 

A. Evaluation of various EDP systems is facilitated. 

B. The data processing problem is defined before rather than after equip- 
ment is selected, thus providing more assurance that the equipment selected 
will be capable of handling the data processing tasks. 

C. Equipment requirements and costs can be determined with greater 
accuracy. 

D. A considerable amount of EDP equipment planning is performed by 
the manufacturers on a guided basis. 

E. Emphasis is placed upon problem definition rather than a detailed 
study of equipment. 

The manufacturers should be allowed a minimum of two 
months to submit proposals. During this period, the EDP group 
should be available to answer questions about the specifications. 





Evaluation of Proposals 

Evaluation of proposals is a difficult task even if the manu- 
facturers adhere closely to the specifications. Each proposal must 
be checked carefully to insure that all required data have been 
submitted. Timing of machine operations must be verified. Ar- 
rangement of file data must be carefully analyzed to insure that a 
manufacturer does not obtain an advantage in speed at the ex- 
pense of extremely complicated programming requirements. Fac- 
tors for evaluating the systems must be defined and relative 
weights assigned.* 

3 Some of the factors commonly used are costs per unit of work, amount 


of programming assistance to be furnished by the manufacturer, installation 
costs, and amount of free program testing time. 
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Evaluation of equipment may also include visits to installa- 
tions in which the EDP systems being considered are operating, 
or visits to manufacturer’s plants if the equipment is not in the 
field. In the latter case, it is important to evaluate the develop- 
ment or production status of the equipment and to arrive at an 
opinion of the ability of the manufacturer to fulfill his obligations. 


A pproval of Program 


After a tentative equipment decision is made by the EDP 
group, a comprehensive cost analysis should be prepared for man- 
agement’s evaluation. One-time costs such as system design and 
programming, physical installation, conversion costs, initial supply 
of magnetic tape and miscellaneous equipment should be allo- 
cated over a span of time equal to the expected useful life of the 
equipment, rather than an amortization period selected as a mat- 
ter of financial policy. Annual charges such as equipment rental 
or depreciation and maintenance of equipment, salaries and fringe 
benefits for programming and operating personnel, and costs of 
operating supplies should be summarized. 

The report to management should include a summary of the 
benefits, tangible and intangible, which are likely to result from 
the use of the EDP system. It is then up to management to make 
a decision based upon a close scrutiny of the data presented. 
Estimated costs and anticipated results can be verified by com- 
parison with experiences of other companies or by competent 
consultants. Extreme care must be used in making the decision 
to proceed for the commitment of the company at this point is 
tantamount to authorizing an investment ranging from several 
hundred thousand to several million dollars. 


Implementation of an EDP Program 


Selection of equipment as outlined in the preceding sections 
should provide a sound basis for detailed EDP planning. How- 
ever, the magnitude of the remaining tasks usually requires a 
minimum of eighteen months of elapsed time before a medium or 
large-scale system can be put to profitabie use. Insistence by 
management on installation of the equipment in six or twelve 
months frequently results in needless rental payments, poor plan- 
ning and inefficient coding and needless confusion and expense 
during conversion. 
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Why should detailed planning take 18 months to complete? 
An indication of the magnitude of the problem can be obtained 
from a listing of the major tasks which should be accomplished 
prior to the installation of the equipment. 

A. Recruitment and training of additional personnel for detailed system 
planning, coding, and operation of the equipment. 

B. Finalization of the system plans, input data, file contents, and reports. 

C. Designing and ordering forms. 

D. Timing and scheduling equipment operation for the finalized system 
plans. 

E. Preparation of a procedures manual for various phases of system plan- 
ning, coding, and program testing. 

F. Conversion planning to initiate a flow of inputs, construction of files, 
control of a period of dual operations, and procedures for producing and 
delivering outputs. 

G. Defining in detail the contents of each computer program in the form 
of a computer flow chart. 

H. Translating the data on computer flow charts into computer language 
(coding). 

I. Making arrangements for site preparation and physical installation of 
the equipment. 

J. Determining requirements and ordering items such as magnetic tape, 
plugboards, and other accessory equipment. 

In addition, following the installation of equipment, the logic 
and coding for the computer runs must be thoroughly tested. 
This task alone usually takes two to three months for each EDP 
application of modest size. 

The costs of implementing these tasks usually represents a 
substantial investment. However, the costs can be reduced ma- 
terially if the program is adequatcly planned, staffed and co- 
ordinated, and if responsibilities are properly assigned. Some of 
the important points to consider are: 

A. Major emphasis should be applied to finalizing the system plans, input 
data, file contents, and report requirements. The work should be performed 
by departmental personnel working under the direction, guidance and coordina- 
tion of the EDP staff. The plans and reports should be completely approved 
by the department managers before any computer flow charting or coding 
is done. 

B. Additional manpower required for system planning, conversion plan- 
ning, procedures writing, and computer flow charting should ideally be obtained 
from the departments affected. 

C. All personnel engaged in system planning and related functions should 
be given thorough training in EDP planning and computer coding techniques 


and requirements. 
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D. Recruitment and training of personnel for the coding function should 
be phased in with completion of computer flow charting. Alternatively, if 
the departmental manpower situation permits, the personnel assigned to 
systems planning and related functions can be given the tasks of coding and 
program testing. 

EK. Conversion planning should be initiated immediately following the 
finalization of system plans, input data, file contents, and report requirements. 
Postponement of the conversion planning task usually results in costly back- 
tracking and duplication of effort. 

F. The statf of the EDP group should be expanded to handle arrange- 
ments for physical installation and operation of the equipment, as well as the 
guidance and coordination of the work of the departmental personnel. 

G. The desirability of combining the punched card installation (if one 
exists and will remain after complete conversion to the EDP system is accom- 
plished) with the EDP installation into a Data Processing Department should 
be thoroughly evaluated. 

H. Services of consultants can be used for guidance in planning the EDP 
program, periodic review of progress, operations research studies in connection 
with the EDP program, and to provide temporary manpower needs in system 
planning and coding. 

I. The EDP group should furnish management with a detailed time 
schedule and a budget which summarizes expenses and projected and actual 
savings for a period not less than four years following management’s approval. 
The schedule and budget should be updated periodically, and any major 


impending changes should be brought to the attention of management. 
Summary 


Successful installation of an EDP system requires the estab- 
lishment of goals and objectives by management and the direct 
participation of the affected departments in determining the data 
processing needs. The EDP program should be coordinated by a 
staff group for guiding and coordinating the design of a data pro- 
cessing system, and for selection and application of EDP equip- 
ment. The EDP program should have available the advice and 


participation of people who have had extensive experience in the 


field. 








Current Developments Affecting Charitable Foundations and Trusts 


Current Developments Affecting 
Charitable Foundations 
and ‘Trusts* 


By William T. Barnes (Washington Office) 


There are today more than 50,000 organizations which have been 
granted exemption from federal income taxes because they are, 
or purport to be, organized and operated for charitable purposes. 
The number of these organizations has virtually doubled during 
the past four vears.'- This phenomenal growth is due in no small 
measure to the increase in the number of so-called “private” 
foundations, born of the realization that distinct advantages could 
accrue to the creator and benefactor of such an organization. 

By no means the least of these is the advantage of obtaining 
the maximum deduction permissible each year under the Internal 
Revenue Code without the necessity for hurried decisions with 
respect to the identity of the donees. 

The Internal Revenue Service is faced with the problem of 
policing this vast number of organizations and of disposing of a 
substantial backlog of exemption applications in the face of new 
applications being received at an unabated rate. Its dilemma is 
made more acute by the growing conviction that such organiza- 
tions are too frequently used for purposes which are not in har- 
mony with the precepts upon which the statutory grant of tax 
exemption is based. 

The Congress has been keenly aware of this problem. The 
latest evidence of this awareness is the fact that the Technical 
Amendments Act of 1958 contains an amendment to section 6104 
of the Code requiring that all applications for exemption pursuant 
to the provisions of section 501 (c) (3) be matters of public record, 
for the purpose of providing “substantial additional aid to the 
Internal Revenue Service in determining whether organizations 

*This paper was originally presented at the Fifth Annual Institute on 
Taxation conducted by the Texas Society of Certified Public Accountants in 
September, 1958. It was published in The Journal of Taxation in December, 
1958. It has been revised to include comment on the new proposed regulations. 

‘ Compare cumulative lists published by the Internal Revenue Service as 
of October 31, 1954 and as of June 30, 1957. 
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are actually operating in the manner in which they have stated 
in their applications for exemption.” 
The Status of Regulations Under the 1954 Code 

The 1954 Code made only one substantive change in prior law 
as it pertained to the conditions for exemption of charitable, re- 
ligious, scientific, literary, and educational organizations, i.e., to 
prohibit intervention in any political campaign. Regulations were 
published in proposed form on January 26, 1956. It was not 
until July 9, 1958 that these regulations were promulgated in 
final form, and then with a significant omission—the regulations 
under Code section 501 (c) (3). 

Shortly thereafter rumor became rife that the publication of a 
second set of proposed regulations under section 501 (c) (3) was 
imminent, and that some radical changes from the 1939 Code 
regulations could be anticipated. Speculation on this subject was 
stimulated by the unofficial position expressed in an article by an 
authoritative official of the Treasury Department,* which Internal 
Revenue Service technicians soon began to quote in their day-to- 
day conferences on exemption matters. 

Finally on February 26, 1959, over three years after publica- 
tion of the first set of proposed regulations, new proposed regula- 
tions under section 501 (c) (3) were published in the Federal Reg- 
ister. Such regulations adopt a position somewhere between the 
aforementioned article and the 1939 Code regulations. 

Public hearings on such regulations were held on April 16th 
and 17th, during the course of which vigorous objections were 
voiced to the proposed changes. The Treasury Department is 
now reconsidering its proposed regulations in the light of such 
objections. 


The Basic Concept 

The Code provides for the exemption from tax, except as to 
unrelated business income, of organizations “‘organized and oper- 
ated exclusively” for certain purposes.* Essentially these purposes 
are “charitable, religious, scientific, literary, or educational,’”® a 

2? House Report No. 775, 41, 85th Congress., Ist Sess.; Senate Report No. 
1983, 95, 85th Cong., 2d Sess. 

3 Reiling, What Is a Charity for Tax Purposes?, American Bar Association 
Journal, June, 1958. 

4 Code section 501(c)(3). 

° Prevention of cruelty to animals and testing for public safety are also 
included. 
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term which has never been defined in the statute. The Code pro- 
vides further that no part of the net earnings of such an organi- 
zation may inure to the benefit of any private shareholder or 
individual and that the organization may not devote a substantial 
part of its activities to carrying on propaganda, influencing legis- 
lation, or intervening in the political campaign of a candidate 
for office. 

The former regulations’ provided that corporations organized 
and operated exclusively for charitable purposes “‘comprise, in 
general, organizations for the relief of the poor,” and provide 
separate definitions of religious, scientific, educational, etc., pur- 
poses. Thus, they seemed to countenance the exemption, for 
example, of a non-charitable scientific organization. 

But it has been asserted that the inclusion of the additional 
statutory words was intended solely to define the term “‘chari- 
table” in its legal sense as generally accepted. Thus, for example, 
an organization must be organized and operated exclusively either 
for scientific purposes which are also charitable or, in the event 
that the purposes are not clearly scientific, for purposes which 
are charitable in the broad legal sense, i.e., beneficial to the 
community.’ 

This concept is expressed, at least partially, in subsections 
(d) (2) and (3) of the proposed regulations. Whereas Example 5 
contained therein purports merely to define an organization which 
is educational, it contains the implication that an organization 
engaging in research cannot qualify for exemption unless the 
results of such research are made freely available to the public. 


The Organizational Test 


It is argued® that an organization, in order to be considered 
charitable within the intendment of the exemption, should serve 
the public interest in essentially the same fashion as when public 
funds are properly expended. A presumption to this effect exists 
when the organization is charitable under the law of the State in 
which it is created and administered. Accordingly, it is essential 
that such an organization be a valid charity by the law of such 
State, thereby becoming subject to the jurisdiction of, and having 
its operations supervised by, a court of chancery. If the organi- 


Reg. 118, section 39.101(6)-1(b). 
’ Reiling, work cited. 
> Reiling, work cited. 
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zation does not meet this test, the exemption should be disallowed 
for that reason alone, without considering the nature of its actual 
activities. This “‘organizational test’? should be applied by exami- 
nation of the articles of organization and by-laws rather than by 
declarations of its officers. The “‘operating test,” which should 
be employed only if the organization passes the “organizational 
test,” requires that the organization perform services which create 
the legal presumption that the public interest is served. 

With the exception of the proposition that an organization 
should be a valid charity by the law of the State in which it is 
created and administered, all of the foregoing concepts are em- 
bodied in the proposed regulations. The articles of organization 
may state purposes as broad as, but no broader than, the pur- 
poses stated in section 501 (c) (3), but such articles may not 
empower the organization to engage, otherwise than as an insub- 
stantial part of its activities, in business or other activities which 
are not in furtherance of one or more exempt purposes. The 
organizational test is not met unless upon dissolution an organi- 
zation’s assets would, by reason of a provision in its articles or by 
operation of State law, be distributed for one or more exempt 
purposes or to Federal, State, or local government for a public 
purpose. Finally, it is provided that the law of the State in which 
an organization is created shall be controlling in construing the 
terms of its articles. Specifically, the term “‘benevolent”’ will be 
regarded as a broader term than “charitable,” and hence un- 
acceptable, in the absence of clear and convincing evidence of 
contrary applicable State law. 

In the future, an organization will be required to submit a 
detailed statement of its proposed activities with and as a. part 
of its application for exemption. 

These provisions have been criticized on the grounds that 
they confuse “purposes” with “‘powers”; that the courts have 
not so strictly construed the word “organized’’*; and that the 
provisions dealing with construction of terms, particularly the 
term “benevolent,” are contrary to a recent court decision.” 

Of even greater concern, however, is the uncertain effect of 
these proposed regulations on organizations heretofore granted 
exemption. It is stated that existing tax exempt organizations 

 Comm’r. v. Battle Creek, Inc., 126 F.2d 405; Roche’s Beach, Inc. v. Comm’r., 
96 F.2d 778; Samuel Friedland Foundation v. U. S., 144 F. Supp. 74, 85. 

10 Fight v. U. S. 256 F.2d 795. 
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are not required to secure a new determination of exemption 
merely because of the promulgation of these new regulations. 
Moreover, it is stated that organizations which have been deter- 
mined to be exempt by the Commissioner or a district director 
may rely on such determination “so long as there are no changes 
in the organization’s character, purposes, or methods of opera- 
tion.” However, this provision is made subject to “the Com- 
missioner’s inherent power to revoke rulings because of a change 
in the law or regulations or for other good cause.” 

Informal discussions with Service personnel indicate that 
otherwise exempt organizations whose articles of organization do 
not comply with the new regulations will be given ample time to 
make the necessary amendments, and that a commitment by the 
trustees will suffice in cases where there are irrevocable trust 
instruments. 


The Operational Test 


Code section 501 (c) (3) and each of its counterparts since 
1913 have required that an organization exempt under such see- 
tions must be organized and operated “exclusively” for one or 
more of the specified statutory purposes.'! The word “exclusively” 
appears to be synonymous with “solely,” but the courts have 
liberally construed the word.'? It has been recognized that busi- 
ness activities are inevitable to some extent in the management 
of the funds of a charitable organization. 

While the celebrated “destination of income” test has been 
largely moot since the passage of the Revenue Act of 1950, im- 
posing a tax on the unrelated business income of otherwise exempt 
organizations and upon “feeder” corporations, the very existence 
of such a tax connotes Congressional approval of some degree of 
unrelated business activity on the part of exempt organizations. 
Indeed, the problem at which the tax on unrelated business in- 
come was directed was primarily that of unfair competition be- 
tween tax-exempt and tax-paying businesses." 

Yet there has existed the possibility that the scope and char- 
acteristics of unrelated business activities could cause the denial 
of exemption entirely." 

'! Reiling, work cited. 

> Paul, Federal Estate and Gift Taxation (1942) 1219. 

House Rep. 2319, p. 36; Senate Rep. 2375, p. 28; SIst Cong., 2d Sess. 


44 Reg. 118, Sec. 39.101(6)-1(d). 
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Even so, the prior regulations and rulings issued thereunder 
held merely that an organization was not exempt if organized and 
operated for the primary purpose of carrying on a trade or business 
for a profit. And in one revenue ruling the fact that receipts from 
unrelated business activities were 75 per cent of the organization’s 
total receipts was not sufficient to deny exemption, although the 
unrelated business income was subject to tax. 

The new proposed regulations reverse the standard, and would 
deny exemption entirely if the operation of a trade or business 
constitutes more than an insubstantial part of an organization’s 
activities. The regulations offer no guide to the indicia of activity 
or to the quantitative line of demarcation betwen substantial and 
insubstantial. Conversations with Service personnel have dis- 
closed the intention to examine the time spent by an organiza- 
tion’s employees as well as financial data in deciding this question. 
The Service will give no commitment on the percentage which 
will be considered to be substantial. Of interest in this connec- 
tion is a recent Tax Court decision, interpreting the term “‘sub- 
stantial” for the purpose of another section of the Internal Rev- 
enue Code, which holds that one-third of the whole is substantial." 
This opinion cites a previous decision of the same court to the 
effect that 10 per cent of the whole is “insubstantial.” 

These new proposed regulations have been criticized severely 
as departing from the language of the Code, from the intent of 
the Congress and from prior regulations of long standing. In the 
light of the statutory requirement that an exempt organization 
must be organized and operated exclusively for one or more exempt 
purposes, such criticism is better justified on the latter two grounds. 

There is undoubtedly a conflict between these regulations and 
the apparent intention of the Congress to solve the business 
activities problem by imposition of a tax on unrelated business 
income. But these regulations under section 501 (c) (3) even con- 
flict with the regulations under sections 511 and 512 dealing with 
the tax on unrelated business income. For example, although a 
church is not subject to the tax on unrelated business income it 
conceivably could be denied exemption entirely under the pro- 
posed regulations if business activities constitute more than an 
“insubstantial” part of its activities. The same result could be 
reached in the case of an organization operated primarily for 


15 Rev. Rul. 57-313, 1957-2 CB 316. 
6 James B. Kelley, 32 T.C. No. 11. 
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carrying on fundamental research the results of which are freely 
available to the general public. 

The Treasury Department has been urged to return to the 
primary purpose test of the prior regulations which, in the opinion 
of many tax practitioners, was adequate to cope with any abuses. 

In any event, it is deemed advisable to review specific fact 
situations with Internal Revenue Service representatives before 
permitting revenue from business activities to reach a level of, 
say, more than 25 per cent of an exempt organization’s income 
from all sources, exclusive of gifts. If exemption seems in jeop- 
ardy, the situation can be rectified readily by transferring the 
business activities to a wholly owned subsidiary. 

Aside and apart from business activities, a word of caution is 
warranted with respect to the investment of an exempt organiza- 
tion’s funds in speculative securities. The Service recognizes that 
changes in an investment portfolio are desirable and necessary to 
effect the highest vield which is commensurate with preservation 
of the organization’s corpus or capital. However, frequent changes 
and the holding of investments for short periods will cause careful 
scrutiny of the organization’s entire investment policy. It is ree- 
ognized that this involves subjective determinations and presents 
extremely difficult policing and administrative problems. Suffice 
it to say: reasonably prudent investment is acceptable—specula- 
tion is not.” 


Benefits to Private Shareholder or Individual 
The statutory injunction that no part of an exempt organiza- 
tion’s earnings may inure to the benefit of any private shareholder 
or individual is, in effect, an elaboration on the requirement that 
the organization be operated exclusively for the statutory purposes. 
It is the natural desire of the creator of a charitable foundation 
or trust to determine the ultimate beneficiaries of his philan- 
thropy. But this natural desire has been stimulated by the nu- 
merous tax advantages which have been conceived by sophisticated 
tax practitioners. In the Revenue Act of 1950, the House of 
Representatives attempted to preclude some of these advantages 
by denying deductions where the contributor controlled the foun- 
dation, but this stern approach was rejected by the Senate.'’ 

1 Code section 504(a)(3); see Rev. Proc. 56-38, 1956-2 CB 1394, for the 
general standards which have been established; see also Randall Foundation, 
Inc., vs. Riddell, 244, F(2d) 803, (9 Cir. 1957): 

18 Senate Report No. 2375, Slst Congress, 2d Sess. 38 (1950). 
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There is no statutory bar to control of an exempt organization 
by its creator,'® but in any case where there is a family or business 
relationship between the grantor and the trustees or directors of 
the organization, the Service will be cautious about granting ex- 
emption. Furthermore, the Forms 990A filed by such an organi- 
zation will probably receive closer and more frequent scrutiny 
than if such a relationship did not exist. 

It is desirable, therefore, to have public representation on the 
Board of Trustees. This step may also facilitate the granting of 
exemption before the end of the organization’s first vear of 
operations.”° 

It is appropriate to note that the Service concedes the inde- 
pendent status of a grantor’s attorney and his accountant. 

The establishment of trusts or other organizations for the 
purpose of granting scholarships has been used as a device for 
obtaining a tax deduction for the cost of educating the grantor’s 
children and relatives. This abuse has led to careful scrutiny by 
the Service of such organizations. While a mere preference for 
relatives has been held not to preclude exemption and/or deduc- 
tion,” it is advisable that grants be based upon financial need 
and outstanding ability, that independent selection boards and 
college entrance board examinations be used, and that an un- 
reasonable number of relatives or officers’ and stockholders’ chil- 
dren do not receive grants. 

The advantage of buying a company with its own earnings 
which had been rendered tax-free by transfer to the shelter of an 
exempt organization was virtually eliminated by the Revenue 
Act of 1950, denying exemption to feeder corporations and taxing 
unrelated business income. 

There remains, however, the device of siphoning off a major 
portion of the earnings of the taxable feeder corporation through 
the medium of rents, royalties, and interest. Where there is re- 
lated indebtedness, a part of any rentals on real property will be 
taxable to the foundation or other exempt organization if the 
lease is for more than 5 years.” Nevertheless, the Service prob- 
ably will attack the whole “package” on the grounds that: 

\9 See Barber vs. Edwards, 130 F. Supp. 83 (DC, GA. 1955) where the fact 
that the donor’s wife and adult son were two of the three trustees was held 
to be immaterial. 

*? Rev. Rul. 54-164, 1954-1 CB 90. 

21 Estate of Annie Sells, 10 TC 692 (A). 

2 Code section 514. 
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1. The foundation is not engaged in charitable activities within the con- 
templation of section 501(c)(3); 

2. The rent and royalties received by the foundation from the operating 
company are in reality a return of the net profits and should be taxed to the 
foundation as unrelated business income; 


3. An organization using income to retire indebtedness incurred in the 
acquisition of income-producing property is accumulating income within the 
meaning of section 504, perhaps unreasonably; and 

4. If interest income is a substantial factor, the interest deduction of the 
operating company will be placed in question on “‘thin incorporation” grounds. 
This arrangement will be particularly vulnerable if the “‘sellers’’ 
continue to manage and control the enterprise.” 

To help prevent the distribution of corporate earnings at 
capital gains rates, Code section 306 provides in substance that 
preferred stock issued as a dividend or in a reorganization shall 
be “tainted” in the hands of the recipient or his donee, i.e., gain 
on disposition or redemption shall be taxed as ordinary income. 
However, the Service has agreed that taxable income is not real- 
ized by a donor when such stock is given to a charity and that a 
charitable contribution deduction may be taken for the value of 
the stock so donated.* If the charity sells such stock to a third 
party the “taint’’ will no longer exist. 

The Service will scrutinize such transactions closely to ascer- 
tain whether there was a prearranged plan to redeem the stock, 
whether the fou.idation was organized primarily for the purpose 
of receiving and disposing of such stock, and to determine the 
substantiality of such transactions by comparison with the statu- 
tory activities of the organization. 

Prohibited Transactions 

Section 503 of the Code provides that exempt status shall be 
lost if certain transactions are not effected at arm’s length. The 
provisions of this section are applicable both to employees’ trusts 
described in Code section 401 (a) and to organizations described 
in section 501 (c) (3) with certain important exceptions.?> The 
substantial effect of these exceptions is to limit the target of these 
rules to privately supported conduit-type organizations. In gen- 
eral, the transactions which are scrutinized are those between the 
organization and a substantial donor, his family, or his controlled 

°3 Emmanuel N. Kolkey vs. Commissioner., 254 F(2d) 51, (7 Cir. 1958), 
aff’g. 27 TC 37. 

** Rev. Rul. 57-328, 1957-2 CB 229. 

*5 Code section 503(b). 
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corporation.” Of the six categories of prohibited transactions,” 
the one of most current interest is that involving loans made 
without the receipt of adequate security and a reasonable rate of 
interest. 

First, it should be emphasized that, despite the statutory use 
of the conjunctive form, both the Internal Revenue Service** and 


the Congress”® 


consider that such a loan constitutes a prohibited 
transaction either if made without adequate security or without a 
reasonable rate of interest. 

Second, we now have legislation specifying the circumstances 
under which employees’ trusts may invest in employers’ deben- 
tures without running afoul of the rules regarding adequate 
security. 

Section 30 of the Technical Amendments Act of 1958 adds a 
new subsection (h) to Code section 503 which provides, in sub- 
stance, that acquisition by qualified pension and _ profit-sharing 
trusts of the bonds, debentures, notes, or other evidence of in- 
debtedness of “condemned persons’’*® shall not be considered as 
loans made without receipt of adequate security and, thus, as 
prohibited transactions, if: 

1. Acquired at a price not less favorable than the market price; 

2. Not more than 25 per cent of any issue is held by the trust and at least 
50 per cent is held by persons independent of the issuer; and 

3. Not more than 25 per cent of the assets are invested in all obligations 

of all *‘condemned persons.” 
These provisions are retroactively applicable to all taxable 
years ending after March 15, 1956, but in applying them to loans 
made prior to the date of enactment*! the 25 per cent and 50 per 
cent rules shall be deemed to have been satisfied as of the time 
the obligations were acquired if they are satisfied as of the date 
of enactment. Furthermore, the retroactive effective date does 
not negate the Service’s postponement of the application of the 
regulations defining “‘adequate security.” 

6 Code section 503(e). 

27 Code section 503(c). 

28 Reg. 1.503(c)-1(c), Example (4). 

°° House Report No. 775, 72, 85th Cong., Ist Sess. Senate Report No. 
1983, 165, 85th Cong. 2d Sess. 

’ Code section 503(c). 

' September 2, 1958. 

> Technical Information Release No. 79, May 22, 1958; Reg. 1.503(¢)- 
1(b)(2). 
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These provisions are intended primarily to ameliorate the 
problem confronting large pension and profit-sharing trusts which 
traditionally have invested in the unsecured bonds of the em- 
ployer corporation.*® The character of and advantages to be 
gained from exempt foundations do not lead generally to this 
type of investment. However, there are indications that the 
Service will use no stricter standards in applying the “adequate 
security” regulations to loans made by section 501 (c) (3) organi- 
zations than those now prescribed by law for section 401 (a) trusts. 

With one important exception, an exempt organization which 
has engaged in a prohibited transaction loses its exemption begin- 
ning with the taxable year following the year it receives notifica- 
tion from the Commissioner. Denial of exemption may be retro- 
active if it is determined that the prohibited transaction was 
entered into with the purpose and effect of diverting a substantial 
part of corpus or income.** Exempt status may be regained, but 
not until at least one year has been taxable, if the Commissioner 
is satisfied that the organization will not knowingly again engage 
in a prohibited transaction.*® A contribution made to an organi- 
zation which has had its exemption revoked prospectively pur- 
suant to these provisions will not be allowed as a deduction if 
made during a year in which the organization is taxable. In the 
case of retroactive revocations, the party to whom or for whose 
benefit the corpus was diverted shall have his contributions dis- 
allowed retroactively.*® The Service has announced its unwilling- 
ness to rule in advance on many of the questions which arise in 
connection with prohibited transactions.” It is wise, therefore, 
to obtain independent appraisals and opinions prior to the con- 
summation of transactions between exempt organizations and 
their creators or principal benefactors. 


Unreasonable Accumulation of Income 


The legislative history of the Code section dealing with ac- 
cumulation of income by charitable organizations reflects clearly 
the opinion that such funds should be distributed for the statu- 

33 House Report No. 775, 22, 85th Cong., 1st Sess.; Senate Report No. 
1983, 50, 85th Cong., 2d Sess. 

* Code section 503(a) (2). 

35 Code section 503(d); Reg. 1.503(d)(1); Rev. Proc. 57-5, 1957-1 CB 727 

38 Code section 503(e). 


77 Rev. Proc. 56-33, 1956-2 CB 1394. 
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tory purposes as currently as practicable. The Revenue Bill of 
1950 as passed by the House would have taxed all income not 
distributed within two and one-half months after the end of a 
taxable year, with exceptions for limited reserves and for specific 
projects.** This stern view was modified in conference with the 
result that more flexible, but at the same time less predictable, 
standards now apply.*® 

The provisions on accumulation apply generally to the same 
privately supported conduit-type section 501 (c) (3) organizations 
which are governed by the prohibited transactions provisions of 
Code section 503.*° 

While the injunction against accumulation of income by an 
exempt organization is three-pronged,*! the first requirement is 
the most troublesome, i.e., the accumulation shall not be “un- 
reasonable in amount or duration” to carry out the statutory 
purpose. The regulations state that income for this purpose is to 
be determined in the same manner as the earnings and profits of 
a corporation.” Contributions received are not income and con- 
tributions or grants made are deductible in full from income in 
determining whether there has been an accumulation.* The only 
guidance provided as to “unreasonableness” is that the accumula- 
tion of net capital gains generally is to be disregarded.“ Other- 
wise, the determination must be made “from all the facts.’’*® 

Contrary to the belief of some, the sound and conservative 
manner in which income may be reinvested does not in any way 
affect the question of whether the accumulation is unreasonable. 
Earnings used to repay indebtedness, thereby increasing an or- 
ganization’s equity in its property, are nonetheless “‘accumulated”’ 
within the meaning of this section.*® 

What latitude, then, is permitted a subject organization in 
the accumulation of its income? It has been determined that an 


38 Section 301 of HR 8920; House Report No. 2319, 40, 115; SIst Cong., 
2d Sess., (1950). 


39 Code section 504. 

40 Code section 504(a); Reg. 1.504—1(b)(1). 
41 Code section 501(a)(1), (2), and (3). 

4 Reg. 1.504-1(c). 

* Rev. Rul. 58-535, IRB 1958-44, p. 14. 
4 Reg. 1.504-1(c)(1) and (2). 

4 Reg. 1.504-1(d). 

4 Rev. Rul. 54-420, 1954-2 CB 128. 
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organization which had just received a large donation could ac- 
cumulate income for 3 years in order to ascertain what standards 
it should adopt to distribute its funds wisely.” It has been deemed 
appropriate for an organization to restore the amount by which 
its capital had been invaded for the purpose of making donations 
by accumulating capital gains and a small portion of its dividend 
and interest income for 10 years.*® It has been held that a pro- 
gram for construction of a $500,000 medical building for a uni- 
versity made it appropriate for an organization to make no 
distributions for a period of as much as 8 years under the cir- 
cumstances there pertaining.*® The Service has authorized the 
deduction on Form 990A of long-term unconditional grants, re- 
serving the right to review the situation ‘‘under all of the facts.’’®° 

Where accumulation of income for longer than a year is 
deemed advisable, it is recommended that the Internal Revenue 
Service be asked to grant permission in the form of a ruling. The 
request for such a ruling should state: 

1. The purpose and dollar goal; 

2. Funds currently available; 
3. The likelihood of funds becoming available from contributions; 


4. The time estimated to reach the dollar goal. 


If an organization has inadvertedly allowed itself to become 
vulnerable to a finding that it has unreasonably accumulated its 
income, it is recommended that it commence the distribution of 
all of its current income, and that its trustees commit the organi- 
zation to distribute the accumulation ratably over no more than 
a 4-year period. 

A determination by the Commissioner that income has been 
unreasonably accumulated will result in the retroactive denial of 
exemption for each year in which such unreasonable accumulation 
existed.*! An organiztion which has so lost its exempt status may 
re-establish its right to exemption by filing a new Form 1023, 
accompanied by evidence that the circumstances which caused 
the loss of exemption no longer exist and by written declaration 


” Rev. Rul. 54-137, 1954-1 CB 289. 

48 Rev. Rul. 54-227, 1954-1 CB 291. 

49 Samuel Friedlander Foundation vs. U. S., 144 F. Supp. 74 (D.C. N.J. 
1956). 

5° Rev. Rul. 55-674, 1955-2 CB 204. 

5! Reg. 1.504-1(b) (1). 
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that the organization will not knowingly again violate the pro- 
visions of section 504.°? 

Section 504 contains no specific reference to the disallowance 
of contributions made to an organization which loses its exemp- 
tion, as does section 503 with respect to prohibited transactions, 
and the regulations provide that contributions otherwise allow- 
able as deductions shall not be disallowed where exemption is 
denied solely by reasons of the provisions of section 504.° (This 
statement leaves the Service in a position to disallow contribu- 
tion deductions in cases where it attacks exemption not only 


‘ 


under section 504 but also under the “organized and operated 
exclusively” requirement of section 501 (c) (3).) 

It is not uncommon for a charitable organization to receive a 
letter from the District Director noting with disfavor that grants 
have been made to organizations which, although qualifying, have 
not yet been granted section 501 (c) (3) exemptions, and contain- 
ing the admonition that its exemption may be revoked if the 
practice continues. There is no provision to this effect either in 
the law or in the regulations. However, it should be noted that 
neither is there a statutory requirement that any organization 
which in fact meets the requirement of section 501 (c) (3) never- 
theless must receive the Commissioner’s approval before it becomes 
tax exempt. Despite this absence of a statutory requirement, the 
regulations™ make the Service’s approval a condition precedent 
to exemption. It must be recognized also that this is probably 
the only way in which the Service can practicably perform its 
administrative duties with respect to the multitude of exempt 
organizations. 

Accordingly, it is advisable that trustees or directors obtain a 
copy of the Service’s ruling before making a grant to another 
organization and that they check the lists published by the 
Service of organizations which have had their exemptions revoked. 
Tax on Unrelated Business Income 

As stated previously herein, exempt organizations were made 
subject to tax on their unrelated business income by the Revenue 
Act of 1950 primarily to eliminate their competitive advantage 
in the market place. All section 501 (c) (3) organizations, other 

2 Reg. 1.504-1(e). 

.504-1(f). 
.501(a)—1(a) (2); see also Rev. Rul. 54-393, 1954-2 CB 125. 


3 Reg. 


_ 


4 Reg. 
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than a church or association or convention of churches, are sub- 
ject to tax of such income.®® A religious order or other religious 
organization is not exempt from this tax unless it is an integral 
part of a church and its duties include “the ministration of sacer- 
dotal functions and the conduct of religious worship.” A title- 
holding corporation otherwise exempt under section 501 (c) (2) is 
nevertheless subject to the tax on business lease income imposed 
by section 514 if its income is turned over to an organization 
which is itself subject to the tax imposed by section 511, or to a 
church or convention or association of churches.*’ 

Ordinarily, a trade or business is substantially related to the 
activities for which an organization is granted exemption if the 
principal purpose is to further (other than through the production 
of income) the purpose for which exemption was granted. The 
regulations contain several examples taken for the most part, 
from previously issued rulings.®* The statute specifically excludes 
certain activities, chief among which is a trade or business carried 
on primarily for the convenience of an organization’s members, 
students, patients, ete.°° 

Unrelated business income does not include so-called “*passive”’ 
income—dividends, interest, annuities, royalties, rents (other than 
those covered by section 514), and gains from the disposition of 
property other than (a) property held primarily for sale to cus- 
tomers in the ordinary course of business and (b) stock in trade 
or inventory property—and income from certain types of re- 
search.°° Excludable royalties include overriding royalties and 
in-oil payments, but do not include income received from a work- 
ing interest with respect to which the owner is not relieved of his 
share of development costs by the terms of an agreement with 
an operator.” 

Attention has been devoted previously herein to the fine line 
which separates the payment of tax on unrelated business income 
and the complete loss of exemption because the organization 1s 

55 Code section 511(a)(2)(A); qualified pension and profit-sharing trusts 
and organizations described in section 501(c)(5) and (6) are also subject. 

5 Reg. 1.511—2(a) (3) (ii). 

7 Reg. 1.501(c)(2)—1(a) 

58 Reg. 1.513—1(a) (4). 

59 Code section 513(a). 

6° Code section 512(b) 


61 Reg. 1.512(b)—-1(b). 
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determined not to be organized and operated ‘‘exclusively” for 
the statutory purposes. The solution which first suggests itself is 
the separate incorporation of the unrelated business activities of 
an otherwise exempt organization. In addition, by having such 
subsidiary pay rents, royalties, and/or interest, the amount of 
unrelated business income tax can be minimized. The regulations 
meet this device, using rents as an example, by stating that, “if 
a payment termed ‘rent’ by the parties is in fact a return of profits 
by a person operating the property for the benefit of the tax- 
exempt organization or is a share of the profits retained by such 
organization as a partner or joint venturer, such payment is not 
within the exception for rent.’ This principle has been invoked 
previously with respect to rents and royalties in Revenue Ruling 
54-420, which also held that exemption would be denied to a 
foundation which acquired all of the outstanding stock of a busi- 
ness corporation, dissolved the corporation and sold, leased, or 
licensed the assets to an operating company, receiving a sub- 
stantial portion of the profits of such operating company and 
using those profits to liquidate the indebtedness incurred in ac- 
quiring the business. In addition, this ruling pointed out that 
the sale to the foundation might be ignored and capital gains 
treatment denied to the seller. 

Although the Government won the Kolkey case,“ which in- 
volved a particularly flagrant set of facts, it received a set-back 
in the case of Amon G. Carter Foundation, where its attack was 
limited to the assertion that the foundation was taxable on unre- 
lated business income. In this latter case certain oil payments, 
oil and gas leases and related equipment, machinery, and supplies 
which had been conveyed to the foundation by its creators in 1947 
were sold in 1950 to a newly organized wholly-owned subsidiary 
of the foundation for approximately $2.5 million, of which $50,000 
was received in cash and the remainder was payable in install- 
ments, bearing 4 per cent interest, over a period of 5 years, with 
the foundation reserving certain overriding royalties. This sub- 
sidiary had capital stock of $100,000 which had been acquired by 
the foundation for cash. The Commissioner asserted substantial 

62 Reg. 1.512(b)-1. 

63 1954-2 CB 128 

64 Cited at footnote 23. 


65 4mon G. Carter Foundation rvs. U. S., D. C. Tex., 1/31/58, 58-1, USTC 
9342. 
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deficiencies for the years 1951-1955 against the foundation, taking 
the position that the subsidiary had no separate existence and that 
the foundation’s situation with respect to the properties and the 
income therefrom was the same as that existing prior to the sale. 
The Court disagreed with this view and, without opinion, ordered 
that the foundation be refunded the tax which it had paid. The 
Government has decided not to appeal this decision. 

It should be observed that, although the properties originally 
conveyed to this foundation by its creators were then encumbered 
by a lien to secure a large indebtedness owing by such creators, 
and although the foundation assumed such indebtedness in con- 
sideration of the conveyance, the debt was promptly liquidated by 
the sale of a part of properties and not through the use of funds 
derived from earnings. 


Retroactive Revocation of Exemption 


The Secretary, or the Commissioner with the approval of the 
Secretary, may prescribe the extent, if any, to which any ruling, 
regulation, or Treasury Decision relating to the Internal Revenue 
laws shall be applied without retroactive effect. 

It is the general policy of the Internal Revenue Service to 
limit revocation of a ruling with respect to an organization pre- 
viously held to qualify under section 501 to a prospective applica- 
tion only, if the organization has acted in good faith in reliance 
on the ruling issued to it and if retroactive revocation would be 
to its detriment. The ruling will not be considered controlling 
where there has been a material misstatement of a material fact 
or where the operations of the organization are conducted in a 
manner materially different from that represented.” Moreover, 
the ruling will be effective only so long as there are no material 
changes in the character of the organization, the purposes for which 
it was organized, or its methods of operation. The District Director 
must be advised immediately of any such changes in order that a 
determination may be made as to their effect on the exempt status 
of the organization.®® 

Where the Commissioner announced in 1943 that he had made 
a mistake of law in issuing exemption rulings to automobile clubs 


66 Code section 7805(b). 
8? Rev. Rul. 54-146, 1954-1 CB 88. 
68 Rev. Rul. 58-617, IRB 1958-52, p. 10. 








LYBRAND JOURNAL 


and uniformly denied exemption to such clubs effective from 1943, 
it was held that he did not abuse his discretion when he notified 
one such club in 1945 that its exemption was revoked retroactive 
to 1943.°° 

However, where the Commissioner at the end of 1951 revoked 
an individual foundation’s exemption ruling retroactive to 1946 
on the grounds that the foundation (a) had departed from its 
exempt purpose and was used in part as a means of furthering 
business enterprises in which the donor was interested, and (b) had 
not disclosed all of the facts pertaining to its operations, it was 
held that such retroactive revocation exceeded the bounds of per- 
missible discretion.’° The basis upon which the Tax Court had 
sustained the Commissioner was that the foundation, after exemp- 
tion had been granted, had purchased a spinning mill for the 
primary purpose of providing the grantor’s enterprises with a 
ready source of cotton yarn when it was in short supply and that 
this information regarding such acquisition contained in the Forms 
990 filed by the foundation did not constitute the required notice 
to the Commissioner. The Circuit Court did not find it necessary 
to decide the question of qualification for exemption (although it 
described the Commissioner’s theory as a debatable one at best), 
because it found that the foundation had disclosed all pertinent 
facts on its Forms 990 except the fact that it sold part of its varn 
production (at market prices) to the textile enterprises owned by 
its founder and his family. Since the tax liability asserted against 
the foundation was so large that it would have wiped it out of 
existence, the Court refused to sustain the retroactive revocation 
of exemption. 

The severity of retroactive revocation consequences has been 
softened by the 1954 Code provision” that the filing of the required 
information return starts the running of the statute of limitations.” 

The foregoing discussion is not relevant to cases in which 
exemption is denied solely because of prohibited transactions or 
unreasonable accumulation of income, which have been dealt with 
previously herein. 


69 4utomobile Club of Michigan vs. Commissioner, 353 U.S. 180. 


70 Lesavoy Foundation vs. Commissioner, 228 F(2d) 589, (3rd Cir. 1956), 
reversing 25 TC 924. 


71 Code section 6501(g) (2). 


72 The Supreme Court held that this was not the case under the 1939 Code; 
Automobile Club of Michigan, cited at footnote 69. 
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Conclusion 


The current atmosphere surrounding charitable foundations is 
one of continuing, if not increasing, concern about abuses and 
about the administrative problems created by consideration of 
applications for exemption and the policing of the multitude of 
organizations which have been granted exemption. Such organiza- 
tions should abstain from activities which are not clearly consonant 
with the broad public policy which underlies the exemption 
concept. 
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Buying and Selling a 


@ é 
Corporate Business* 


By Raymond E. Graichen (Philadelphia Office) 


There are approximately one million active corporations spread 
across the United States, engaged in industry, commerce, agri- 
culture and other income-producing operations. Available in- 
formation indicates, however, that 5 to 10 per cent of these 
corporations may change ownership during a year’s time. Why 
do stockholders sell? It may be the desire to realize substantial 
growth value at capital gain rates—or, quite to the contrary, it 
may be the desire to salvage something from an impending wreck 
caused by financial difficulty. Often the controlling stockholder 
wants to retire and convert an estate of closely-held stock into 
cash or marketable securities. Perhaps the price is simply too 
attractive to turn down, or maybe the stockholders just want to 
get out. 

And why do purchasers buy? It may only be that excess 
capital is available for investment. On the other hand, it often 
is the need for additional productive capacity, for new product 
lines, market outlets, diversification, or it may even be the desire 
to strengthen one’s position competitively. Admittedly, in some 
cases it is purely and simply the desire to profit from manipulation 
of tax deductions or credits of one kind or another. 

But whatever the economic force that causes the transfer of 
an existing corporate business, it is paramount that both buyer 
and seller clearly understand and carefully consider the tax effects 
of the many available routes by which the transfer may be made. 
This is just as true of a transaction consummated solely for a 
bona fide business purpose, as it is for one which is based princi- 
pally on tax considerations. This article is intended solely for the 
benefit of buyers and sellers whose transaction is motivated prin- 
cipally by business purpose. No assurance of any kind may he 
given when the principal purpose is otherwise. 


Outside promotional activities 


Most changes of corporate ownership occur as a result of a 
desire on the part of the operating owners or management to sell 


* Reprinted by permission from The Journal of Accountancy, April, 1959, 
pp. 45-53. 
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their existing business or to add another one. Frequently impor- 
tant assistance is received from outside interests experienced in 
business sell-offs, combinations, ete. The Federal Trade Com- 
mission’s Report on Corporate Mergers and Acquisitions (May 
1955) comments upon these outside interests as follows: 

These outside interests include legal and economic consultants, 
research and industrial engineers, banks, investment houses, brokerage firms 
and others. While the Commission’s staff has made no quantitative analysis 
of this matter, the limited evidence available suggests that more and more 
firms representing outside interests are becoming engaged or involved in the 
business of promoting or playing some other vital role in merger formation. 
Such interests have been much in evidence in previous merger waves, but they 
appear to have been more active in recent years. . 

The fact that a purchase or sale is consummated indicates 
that there was a willing buyer and a willing seller each of whom 
stood to gain something. Accordingly, when such a result is at- 
tained, the services of outsiders, even though they may be pro- 
fessional promoters, may be valuable and desirable. But no 
matter who brings a buyer and a seller together, failure to con- 
sider fully all avenues of transfer, together with their tax aspects, 
has the potential of converting what seems to be a highly attrac- 
tive transaction into one which has little or no appeal. 


Conflict of interest in selling price 


In any sales transaction there exists a natural conflict of in- 
terest between buyer and seller, for the basic reason that a buyer 
is anxious to consummate his purchase at the lowest possible 
price and the seller is equally anxious to close at the highest pos- 
sible price. That difference is inherent in our system of free en- 
terprise, yet in the final analysis it seldom stands in the way of a 
meeting of the minds if the buyer and seller are seriously inter- 
ested in effecting the transaction at a fair price. In any purchase 
or sale, no matter how highly imbued with business purpose, nor 
how large or small the corporate business, the negotiation process 
just as naturally includes consideration of the tax consequences. 

The tax consequence upon one party as opposed to the other 
may call for an adjustment of the proposed selling price in order 
that both sides receive fair treatment. For example, if a buyer 
insists upon a form of transaction which will be taxable to the 
selling corporation, its stockholders or both, the stockholders may 
justifiably insist upon an increase in the selling price to cover all 
or part of the tax, The buyer may be willing to pay that increase 
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especially if, in the final analysis, it attaches to depreciable prop- 
erty. On the other hand, the stockholders may well forego the 
increase if the buyer is willing to take a nontaxable route. Simi- 
larly, a buyer who wants assets rather than stock may nonetheless 
be willing to purchase the stock and pay a higher price when he 
is shown that depreciable tax basis in the corporation is sub- 
stantially greater than the price being asked. The excess of cor- 
porate tax basis is potentially worth 52 cents on a dollar by way 
of depreciation if the corporation is kept alive and profitable, and 
perhaps the selling stockholders are entitled to some part of that 
benefit. These are but a few possibilities relating to tax conse- 
quences. Clearly, tax consequences deserve careful consideration 
by both buyer and seller. That consideration should occur before 
any price is agreed upon. 

It is not uncommon for negotiations to bog down or even 
collapse in cases where a seller demands a price for a potential 
future benefit which he feels certain will in due course materialize. 
A buyer may not doubt the seller’s predictions but, nevertheless, 
operating on the “bird-in-hand”’ principle, a buyer is usually re- 
luctant to pay for something before he gets it. In situations such 
as these the “open-end” arrangement of determining selling price 
should not be overlooked. Thus, for example, where one corpora- 
tion is purchasing or acquiring the assets and business of another 
corporation in a nontaxable stock for asset exchange, it may be 
agreed that upon the acquired business attaining a certain sales 
level within a specified time, the acquiring corporation will issue 
additional shares of its’ stock to the selling corporation or its 
stockholders, as the case may be. The later issuance of the shares 
upon the attainment of the predicted sales level would ordinarily 
constitute a part of the original transaction and therefore still be 
nontaxable to the sellers. Similarly, in a taxable transaction prop- 
erly arranged and reported, later payment of cash may represent 
capital gain if the original gain was of that character. (See Rev. 
Rul. 58-402, I.R.B. 1958-33, 8.) 

Not to be overlooked in any proposed sale, is the possibility 
of a transaction in which the stockholder of the selling corporation 
sells a small quantity of his stock to the buyer and thereafter 
terminates his interest by selling the balance of his stock to the 
selling corporation. 
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Nontaxable transactions 


In most transfers of a corporate business the purchaser is 
another corporation, and as a matter of fact this must be so if 
the transaction is to be consummated on a basis nontaxable to 
the selling corporation and its stockholders. Where noncorporate 
taxpayers are purchasing, the transaction will ordinarily be taxable 
to the selling corporation, its stockholders or even both. That 
situation might be remedied by simply organizing a new corpora- 
tion with cash or other property, and having that new corporation 
make the purchase through the issuance of its stock. To limit the 
control exercisable by the stockholders of the selling corporation 
and to prevent their sharing in growth of the new corporation, the 
issuance of a voting preferred stock might be appropriate. In that 
event, consideration should first be given to the possible applica- 
tion of the “poisoned stock” provisions of Code Section 366. 

The outstanding benefit with respect to a nontaxable transac- 
tion is, of course, that the proceeds received by the selling corpora- 
tion or its stockholders are not in any way dissipated by income 
taxes. 

There are three possible nontaxable routes by which one corpo- 
ration may sell or transfer the ownership of its assets and business 
to another corporation. These routes are: 

1. The purchasing or acquiring corporation issues voting stock in exchange 
for the outstanding stock of the selling corporation [Code Sections 354 and 
368(a)(1)(B)] 

2. The purchasing or acquiring corporation issues voting stock in exchange 
for the assets and business of the selling corporation [Code Sections 354, 356, 
361 and 368(a)(1)(C)]. 

3. Statutory merger or consolidation of the selling corporation with the 
purchasing or acquiring corporation [Code Sections 354, 356 and 368(a)(1)(A)}. 

A brief explanation of the mechanics and some of the pros and 
cons of each of these routes follows: 


Exchange of Stock for Stock. In this case, the stockholder of 
the selling corporation merely exchanges his stock solely for voting 
stock (common or preferred) of the purchasing corporation. How- 
ever, the purchasing corporation immediately after the transaction 
must own at least 80 per cent of the selling corporation’s outstand- 
ing stock. This means that if the purchasing corporation owns 
none of the selling corporation’s stock before the exchange, at 
least 80 per cent must be acquired in the exchange. If it owned 
50 per cent, then at least 30 per cent would have to be acquired; 
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if 80 per cent were owned, then all or any part of the remaining 
20 per cent may be acquired. The selling corporation remains 
intact, becoming a subsidiary of the purchasing corporation, and 
may be continued or liquidated according to the dictates of its 


new owner. 


Determining tax bases 


For tax purposes no gain or loss is recognized to either side, 
and the tax basis of the purchasing or acquiring corporation’s stock 
in the hands of the selling corporation’s stockholders is the same 
as in the case of the stock they transferred (Code Section 358). 
As a general rule, the basis of the selling corporation’s stock to 
the purchasing or acquiring corporation is the same as it was in 
the hands of the selling corporation’s stockholders (Code Section 
362). Therefore, in order to determine the tax basis of its acquired 
stock, the purchasing corporation must approach each and every 
former stockholder of the selling corporation who was a party to 
the exchange in order to determine their tax bases. Aside from 
the fact that the selling corporation stockholder might not know 
what his tax basis was, he may resist disclosing it if he does know. 
One exception may apply to this basic rule. In the 1939 Code 
case, Firestone Tire & Rubber Co., 2T.C. 827 (A), it was held that 
if a purchasing corporation uses its own purchased Treasury stock 
to make the acquisition, the acquired stock takes the same basis 
as the Treasury stock given in exchange. The Internal Revenue 
Service has indicated displeasure with the effect of that decision 
in that under the 1954 Code its application may permit a step-up 
in basis of assets under Section 334 (b) (2). Therefore, it is possible 
that the I.R.S. will take the position that the decision does not 
apply under the 1954 Code. (See page 76 of the 1958 Edition of 
Working With the Revenue Code. 

Having acquired stock rather than assets, the purchasing cor- 
poration becomes at least indirectly responsible for contingent 
liabilities of the acquired corporation (unless an indemnification 
warranty was obtained) and must bear costs and expenses of 
liquidating the corporation should liquidation be desired. If the 
acquired corporation is continued, it will retain the benefit of its 
loss carryovers and the tax basis of its assets, except that if the 
change of ownership was effected for the principal purpose of 
avoiding or evading tax, the benefit of both of those items may be 
subjected to reduction or forfeiture (Code Section 269). 
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In case of liquidation 


If the acquired corporation is liquidated, the general rule is 
that no gain or loss is recognized and the acquiring corporation 
succeeds to unused loss carryovers and to tax basis of assets. 
However, as to loss carryover and asset tax basis, two excep tions 
are noteworthy in the event that liquidation of the corporation is 
commenced within two years after acquisition. In that case the 
Treasury may well take the position that the acquisition was a 
“stock for asset”’ rather than a “stock for stock”? exchange. The 
purpose of such a position would be to subject the exchange to 
the provisions of Code Section 382 (b) relating to reduction and 
possible elimination of loss carryovers. In addition, if purchased 
Treasury stock was used to make the exchange (See Firestone Tire 
& Rubber Co., above), it appears that Section 334 (b) (2) of the 
Code may effect a restatement of the tax basis of the acquired 
corporation’s assets and succession to unused loss carryovers would 
automatically be denied [See Code Section 381 (a)]. To avoid the 
application of these possibilities, the purchasing or acquiring cor- 
poration should wait at least two years before it causes the acquired 
corporation to adopt a plan of liquidation. 


Exchange of Stock for Assets. Via this route the selling corpo- 
ration must transfer at least 80 per cent of its assets solely for 
voting stock of the purchasing or acquiring corporation. For the 
balance of its assets cash may be accepted without disturbing the 
basic nontaxability of the transaction. This route is often desirable 
for the reason that the purchasing or acquiring corporation is not 
harnessed with unknowns and contingencies which may attach to 
the corporate existence of the seller. Furthermore, none of the 
selling corporation’s liabilities need necessarily be assumed. 
Ordinarily as a part of a transaction of this kind the selling corpe- 
ration completely liquidates and dissolves, distributing to its stock- 
holders the stock of the purchasing corporation, together with all 
other remaining assets. 

Where only voting stock of the purchasing corporation is 
involved in the transaction, no gain or loss is recognized to either 
corporation. If in addition to voting stock, cash is received, the 
selling corporation nevertheless has no gain or loss if it completely 
liquidates and dissolves. If it does not completely liquidate and 
dissolve, gain, if any, is recognized but limited to the amount of 
cash received. Loss is not recognized in any event. 
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If, as part of the transaction, the selling corporation completely 
liquidates and dissolves by distributing to its stockholders the 
purchasing corporation’s stock together with all other remaining 
assets, stockholder’s liquidation gain, if any, is recognized but only 
to the extent of cash and other assets received, excluding the stock 
of the purchasing corporation. Loss, however, is not recognized. 
Accordingly, a stockholder of the selling corporation may convert 
his stock (into stock of the purchasing corporation without tax- 
able gain) except to the extent of cash and other unlike property 
received. 

Tax bases of assets and stock 

The tax bases of the assets acquired by the purchasing corpo- 
ration are the same as they were in the hands of the selling 
corporation, increased by, (a) any gain recognized to the selling 
corporation solely by reason of the transfer of the assets and (b) 
cash or other unlike property paid to the selling corporation in 
connection with the transaction (see Code Sections 362 and 1012). 
The tax basis of the purchasing corporation’s stock to the selling 
corporation is the same as the total tax basis for the property 
transferred to the purchasing corporation, decreased by cash and 
other unlike property received and increased by any gain recognized. 

The tax basis of the purchasing corporation’s stock in the 
hands of the selling corporation’s stockholders, assuming that the 
selling corporation is completely liquidated and dissolved as a part 
of the over-all transaction, is the same as the basis of the selling 
corporation’s stock turned in for cancellation, decreased by cash 
or other unlike property received by the stockholder and increased 
by any gain recognized to him (see Section 358). 


Statutory Merger or Consolidation. A statutory merger or con- 
solidation is the combining of two or more corporations into one 
in strict compliance with the merger or consolidation provisions 
of the corporate statute of a given State. It may take the form of 
two or more corporations being merged into a brand new corpo- 
ration (consolidation), or it may simply be the case of one 
corporation being reorganized with the other corporations being 
merged into it (merger). In any case, the new or surviving cor- 
poration usually succeeds to all the corporate attributes, good and 
bad, of the disappearing corporations. 

Perhaps the outstanding feature of a statutory merger or con- 
solidation is that, unlike the stock for stock and stock for asset 
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exchanges, a nonvoting common or a preferred stock, or both, may 
be utilized with respect to the stockholders of the selling or 
disappearing corporation. Therefore, a seller’s common voting 
stock equity may be converted into a nonvoting or preferred stock 
equity, or into a combination of both voting and nonvoting. In 
addition, debt securities may be exchanged for new debt securities 
or they may be converted into stock. However, if a debt security 
of a selling or disappearing corporation is exchanged for a debt 
security of the purchasing or surviving corporation, the nontaxable 
feature of the exchange is limited to new debt securities with a 
face amount not greater than those being surrendered. 

Exchange of stock and securities 

No gain or loss is recognized to the stock and security holders 
of the various corporations in the exchange of their stock and 
securities. However, if as a part of the transaction cash is received 
by the stockholder, or the security holder receives new debt 
securities with a greater face value than those turned in, gain, if 
any, will be recognized to the extent of such cash and/or excess of 
face value of new securities, as the case may be. Depending upon 
the circumstances, gain so recognized may constitute an ordinary 
dividend (see Code Sections 354 and 356). 

The basis of the stock or securities received as a result of a 
statutory merger or consolidation is the same as the basis for the 
stock or securities surrendered, decreased by the amount of any 
cash received and increased by the amount of any gain recognized 
on the transaction (Code Sections 358 and 362), 


Advantages and Disadvantages Generally of Nontaxable Trans- 
actions. Characteristic of each of the three nontaxable routes is 
that the selling corporation’s stockholders retain a continuing 
interest in their former business. The continuing interest factor 
may be an advantage or a disadvantage depending upon the facts. 
If the result of the transaction is to convert closely held stock into 
readily marketable stock without the payment of any tax, it 
probably is a distinct advantage. 

Presumably, if a purchasing or acquiring corporation is willing 
to take a nontaxable route it has something to gain, or at least it 
has nothing to lose. However, in view of the increase in its out- 
standing stock, its cash dividend requirements may increase sig- 
nificantly and the interest or voice of its original stockholders may 


be weakened somewhat. Solely from a tax viewpoint a purchasing 
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corporation is ordinarily interested in a nontaxable route if the 
depreciable tax basis of the selling corporation’s assets is substan- 
tially higher than the value of the stock or securities being paid. 
The benefit of that high tax basis is retained by the purchasing 
or acquiring corporation, assuming that the transaction has as its 
principal purpose, a bonafide business reason rather than an aim 
to evade or avoid tax (see Section 269). Where the selling corpo- 
ration’s depreciable tax basis is substantially below the value of 
the stock or securities to be issued, the purchasing corporation 
would usually be expected to be more interested in a taxable route 
in order to obtain a stepped up basis for the assets. 

If the selling corporation has a substantial unused net operating 
loss with several years of carryover remaining, the purchasing or 
acquiring corporation must consider the tax aspects of that unused 
loss very carefully. In a nontaxable stock for asset exchange or 
statutory merger or consolidation the unused loss will, as a general 
rule, carry over and become deductible by the purchasing or 
acquiring corporation. However, Section 382 (b) of the Code 
places certain limitations upon the amount of the unused loss which 
will be available. Under that section the entire amount of the 
loss will be available if the stockholders of the loss corporation, 
immediately after the exchange, own at least 20 per cent of the 
outstanding voting stock of the acquiring or surviving corporation. 
If less than 20 per cent is owned, then for each percentage point 
under 20 the unused loss carryover must be reduced by 5 per cent. 
A word of caution: in cases where over 20 per cent of the stock is 
owned, so that the limitations prescribed by Section 382 (b) do 
not apply, the Internal Revenue Service believes that it may still 
effect a reduction or elimination of the unused loss if the principal 
purpose of the exchange was tax avoidance or evasion (see Sec- 
tion 269). 


Transactions taxable to stockholders 


Taxable transactions ordinarily ‘provide a clean break for the 
selling corporation’s stockholders but have the distinct disadvan- 
tage of requiring payment of tax on all gain. Because of the tax 
the seller is immediately faced with a partial and often substantial 
dissipation of his proceeds. Under certain circumstances, tax on 
gains may be deferred by use of the installment method of report- 
ing gain but this method is not always available and use of it may 
be unknowingly precluded unless there is very careful planning. 
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Moreover, where corporate assets and business are sold there may 
be the possibility of a double tax on the gain, one tax to the 
corporation and a second to the stockholder, unless the transaction 
is properly arranged. Losses on stock are deductible but usually 
only under the capital loss provisions which limit the amount of 
the deduction in any given year. 

The disadvantage to a purchaser is that cash funds must be 
paid out to consummate the transaction. On the other hand, the 
taxability of the transaction permits the purchaser to step-up low 
tax basis depreciable assets to the price paid, which as a rule is 
not possible in the case of a nontaxable transaction. But a taxable 
transaction may be decidedly disadvantageous to a purchasing 
corporation where the selling corporation has an unused net oper- 
ating loss carryover and high depreciable tax basis which in total 
amount substantially exceeds the price to be paid for the selling 
corporation’s business. In that case the purchasing corporation is 
not entitled to the unused loss carryover or the high depreciable 
tax basis if it purchases assets rather than stock, and even if stock 
is purchased the benefit of those items may nonetheless be denied. 


Tax consequences in transferring assets 


There are six possible routes with respect to the transfer of 
ownership of corporate assets and business in a taxable transaction, 
each with potentially different tax consequences. It is cautioned, 
however, that if the selling corporation is a “collapsible corpora- 
tion” the rules may not apply, or if they do, realized gain may be 
treated as ordinary income (see Code Section 341). The six possi- 
bilities in order of general preference are: 

1. Stockholders of the selling corporation sell the outstanding stock of 
the corporation rather than its assets (Code Sections 1001 and 1002). 

2. Selling corporation completely liquidates in one calendar month after 
which the stockholders sell the corporate assets (limited or no gain to stock- 
holders on the liquidation. Provisions not applicable, however, in the case of 
collapsible corporations, or to corporate stockholders owning 50 per cent or 
more of the voting power of outstanding stock of the liquidating corporation 
or to a parent corporation. Code Section 333). 

3. Selling corporation adopts a plan of complete liquidation after which 
it sells its assets and completely liquidates within twelve months (no gain or 
loss to the corporation on the sell-off of most assets. Provisions not applicable 
to collapsible corporations, however, or to subsidiary corporations except to 
a very limited extent. Code Section 337). 

t. Selling corporation completely liquidates in the regular course without 
regard to the special one-calendar-month liquidation provisions, after which 
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the stockholders sell the assets. (Liquidation gain or loss is recognized to 
stockholders other than a parent corporation. Code Sections 331 and 332.) 

5. Selling corporation sells its assets, with gain or loss being recognized, 
and continues in existence. (Code Sections 1001 and 1002.) 

6. Selling corporation sells its assets, following which it adopts a plan of 
liquidation and forthwith completely liquidates. (Gain or loss recognized to 
corporation. Code Sections 1001 and 1002. Also, liquidation gain or loss 
recognized to stockholders other than a parent corporation. Code Sections 
331 and 332. 

A brief coverage of the tax consequences of each route is set 
forth as follows: 


Sale of Stock Rather Than Corporate Assets. For the stockholder 
of a selling corporation this is by far the simplest procedure for 
selling ownership of a corporate business in a taxable transaction. 
One taxable gain is assured and the stockholder is relieved of all 
contingencies attaching to the corporation, unless an indemnifica- 
tion warranty is given, and he does not bear the costs of expenses 
of liquidating the selling corporation. Furthermore, if not more 
than 30 per cent of the selling price of the stock is received in 
the vear of the sale, the stockholder is assured of the benefits of 
deferring taxation of a portion of the gain under the installment 
method of accounting. 


Advantages for purchasing corporation 


There are advantages also for the purchasing corporation. The 
purchasing corporation has the option of liquidating the acquired 
corporation or of continuing it. If the purchase price of the stock 
is substantially greater than the tax basis of the assets in the 
corporation, the purchasing corporation may cause the acquired 
corporation to adopt a plan of complete liquidation within two 
vears after the stock purchase and as a result of the liquidation 
obtain a stepped-up basis for the assets determined by reference 
to the stock cost [Code Section 334 (b) (2)]. In that event, how- 
ever, the purchasing corporation does not succeed to any unused 
net operating loss carryovers which may exist in the acquired 
corporation [Code Section 381 (a)]. 

If the purchase price of the stock is substantially less than the 
total of the tax basis of the underlying assets and the tax benefit 
which might accrue from an unused net operating loss carryover, 
the acquired corporation may be kept alive to utilize the high tax 
basis and the loss carryover. But if the business is changed at 
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any time during the two years after the stock acquisition, or the 
acquisition was made for the principal purpose of evading or 
avoiding tax, those benefits may be forfeited or denied [Code 
Sections 269 and 382 (a)|. After two years have transpired the 
acquired corporation could be liquidated into the purchasing cor- 
poration and, assuming no prior forfeiture, the unused losses and 
remaining tax basis would carry over intact to the purchasing 
corporation. [Code Sections 332, 334 (b) (1) and 381 (a).| 


One-Calendar-Month Complete Liquidation of a Corporation After 
Which the Stockholders Sell the Corporate Assets. The one-calendar- 
month liquidation provisions of Code Section 333 permit non- 
corporate and noncontrolling corporate stockholders whose stock 
has appreciated in value because of appreciation in underlying 
corporate property to completely liquidate their corporation with- 
out recognition of gain and to substitute their stock basis for the 
corporate tax basis of the property provided that the corporation 
has no earnings and profits accumulated after February 28, 1913, 
and also has no cash, or stock or securities acquired after 1953. 
When the liquidating corporation has such accumulated earnings 
and profits, or cash or post-1953 stock or securities, gain is recog- 
nized within certain limitations and, in the case of noncorporate 
stockholders, all or a portion of that recognized gain may be taxed 
as an ordinary dividend. The one-calendar-month liquidation pro- 
visions do not apply in the case of a collapsible corporation. They 
also do not apply in the case of a corporate stockholder owning 
50 per cent or more of the voting power of outstanding stock, or 
to a parent corporation. 

Where a one-calendar-month liquidation is effected, the tax 
basis of the corporate property in the hands of the stockholder is 
the same as the basis of the stock turned in for cancellation, 
decreased by cash received and increased by gain recognized. The 
holding period of the corporate property in the hands of the stock- 
holder commences with the holding period applicable to the 
canceled stock (Code Section 1223). 

There is no question that a Section 333 liquidation will elim- 
inate double taxation where a corporation is contemplating the 
sale of property or the sale of its entire business at a gain, to be 
followed by a complete liquidation resulting in a second gain to 
the stockholder. For that matter, because of the tax basis substi- 
tution it may virtually eliminate all gain, or to the contrary, it 
may create more gain. At the same time, even though an equal 
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or higher basis substitution may occur, the tax, especially in the 
case of a noncorporate stockholder, may more than offset the 
benefit to be derived. Therefore, the only sure way to determine 
the effect of a one-calendar-month liquidation is to make com- 
parative computations of tax consequence. 


Comparative computation necessary 


The one-calendar-month liquidation provisions are elective and 
should be considered very closely before being placed in operation, 
since this is an irrevocable election. In order for Section 333 to 
operate as to noncorporate stockholders, 80 per cent or more of the 
voting stock held by the noncorporate stockholder group must be 
subjected to the election. In that event those noncorporate stock- 
holders who made an election would be entitled to the benefits of 
a one-calendar-month liquidation. Similarly, as to corporate 
stockholders, excluding consideration of any corporate stockholder 
owning 50 per cent or more of the voting power of outstanding 
stock, 80 per cent or more of the voting power held by that group 
must be subjected to the election. There is no requirement that 
both groups must elect, and, therefore, one group may qualify 
without regard to the other. Elections must be filed by stock- 
holders on Treasury Form 964 no later than thirty days after the 
adoption of a plan of complete liquidation by the corporation. 

A cautionary note: Where the sale of corporate property has 
been substantially consummated before the liquidation of the 
corporation, the Internal Revenue Service may well attempt to 
tax gain on the sale to the Corporation under the decision in Court 
Holding Co., 324 U.S. 331. Where there is any danger of that, 
the sale of the corporate assets pursuant to a 12-month liquidation 
under Section 337, as discussed hereinafter, may be a more appro- 
priate avenue for disposition of the assets. 


Adoption of Plan of Complete Liquidation Followed by Sale of 
Assets and Complete Liquidation within Twelve Months. Code 
Section 337 provides that if a corporation adopts a plan of com- 
plete liquidation and thereafter sells its assets and completely 
liquidates within twelve months, no gain or loss will be recognized 
on the sale of certain of the property. Thus, a 12-month liquidation 
may eliminate double taxation, and it may also eliminate deduction 
of losses. To avoid the latter situation, consideration should be 
given to the sale of loss property prior to the adoption of a plan 
of complete liquidation to be effected within twelve months there- 
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after. The 12-month liquidation provisions are not elective. They 
apply to any liquidation which is completed within twelve months 
of the adoption of the plan to liquidate. Accordingly, taxpayers 
may fall under the Section without realizing it. To avoid the 
application of the no gain or loss provisions, liquidation of the 
corporation should be deferred until after the 12 months have 
expired. 

The property on which no gain or loss will be recognized is all 
corporate property other than (1) inventory or stock in trade 
(exclusive of inventory or stock in trade which is substantially all 
sold in one transaction to one purchaser during the 12-month 
liquidation period), (2) installment obligations acquired with 
respect to the sale of inventory or stock in trade (exclusive of 
installment obligations acquired with respect to a one-shot sell-off 
of inventory or stock in trade during the 12-month liquidation 
period), and (3) installment obligations acquired prior to the 
adoption of the plan of complete liquidation, in connection with 
the sale or exchange of property other than inventory or stock in 
trade. 

Tax benefits restricted 

Collapsible corporations are not entitled to the benefits of a 
12-month liquidation. Neither are corporations taking the one- 
calendar-month liquidation route under Code Section 333. Sub- 
sidiary corporations are also not entitled to the benefits except to 
the extent of gain equal to the additional tax basis, under Section 
334 (b) (2), applicable to the property sold, provided the property 
received by the parent corporation by way of liquidating distribu- 
tions during the 12-month liquidation period takes a bas's under 
Section 334 (b) (2). 

In the case of a liquidation of a subsidiary corporation where 
the tax basis of the subsidiary’s property carries over to the parent 
without change [Code Section 334 (b) (1)|, if the liquidation is 
completed within twelve months after the adoption of the plan 
of liquidation, minority stockholders are entitled to a tax credit 
for their share of the tax saving which would have occurred had 
the 12-month liquidation provisions applied. In order to claim 
the tax credit, the minority stockholder must increase the report- 
able liquidation proceeds by an equal amount since the proceeds 
would have so increased had the 12-month liquidation provisions 
been applicable. The tax credit is deemed to be income tax paid 
by the minority stockholder. 
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A popular misconception is that where Section 337 applies, all 
installment obligations with respect to which taxable gain has been 
deferred under the installment method, may be distributed without 
recognition of gain or loss to the distributing corporation. Actually, 
the no gain or loss provisions are applicable only to installment 
obligations acquired with respect to property on which no gain or 
loss was recognized because of the 12-month liquidation provisions. 
Therefore, gain or loss is recognized to the liquidating corporation 
in case of the distribution of installment obligations acquired prior 
to the date of adoption of the plan of complete liquidation and 
installment obligations acquired during the twelve-month liquida- 
tion period with respect to the sale of property on which gain was 
recognized. (See Code Section 453.) 

Another popular misconception is that when a Section 337 
liquidation occurs, the stockholders of the liquidating corporation 
may continue to use the installment method of reporting gain as 
to installment obligations distributed by the liquidating corpora- 
tion without recognition of gain or loss. This is not true. The 
stockholder must report a liquidation gain or loss upon the can- 
cellation of his stock, taking installment obligations into account 
at fair market value in determining liquidation proceeds. Thus, a 
12-month liquidation may become unattractive where property 
sales proceeds are collectible only on an installment basis. Double 
taxation would be avoided, to be sure, but tax on one gain would 
be payable almost immediately even though the gain might not 
be realizable in cash for seyeral years. 


Corporation Completely Liquidates Without Regard to One- 
Calendar-Month Liquidation Provisions and Stockholders Sell Assets. 
Stockholders may of course liquidate their corporation before they 
sell its assets and business, and thereby avoid double taxation. 
Where this occurs, the stockholder automatically gives up the 
possibility of using the installment method of reporting gain upon 
the sale of the corporate property since the property must be 
taken into account at its fair market value in determining the 
stockholder’s liquidation gain. The property as a result takes a 
stepped-up basis and no gain or loss would ordinarily be realized 
upon its immediate sale. Such a liquidation is of course not 
necessary in the case of a subsidiary corporation since no gain or 
loss is recognized to a parent corporation upon the liquidation of 
a subsidiary. 
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Where a liquidation is made in order that the stockholders 
rather than the corporation might sell the corporate property and 
business, care must be taken that the sale is not substantially 
consummated prior to the liquidation. If the corporate officers 
have substantially consummated the sale a gain might be taxed 
to the corporation despite the liquidation (see Court Holding Co., 
$24 U.S. 331). Where there is any danger of that, it would 
ordinarily be advisable to arrange the transaction to come within 
the 12-month liquidation provisions of Code Section 337. 


Corporation Sells Assets and Continues in Existence. In this 
instance the selling corporation realizes a taxable gain or deductible 
loss as the case may be. If there is a gain and not more than 30 
per cent of the selling price of the assets is received in cash in the 
year of sale, the gain may be deferred and taxed under the install- 
ment method. Except where the selling corporation is a subsidiary 
corporation, however, this route is to be regarded cautiously for 
the reason that it creates a potential double tax on gain, one tax 
to the corporation and one tax to the stockholder when the corpo- 
ration is later liquidated. When the selling corporation is a sub- 
sidiary corporation, the double tax issue does not exist since no 
gain or loss is recognized to a parent corporation upon liquidation 
of a subsidiary (Code Section 332). 

Liquidation provisions 

Where a selling corporation is selling off only one of several 
businesses, continuity of the corporation is understandable. How- 
ever, where there is only one business, liquidation of the corpora- 
tion before the sale, and the one-month or twelve-month special 
liquidation provisions should be carefully considered. 

An instance in which the stockholders may wish to have their 
corporation sell its assets and continue in existence might exist 
where the corporation has a substantial loss carryover. Such a 
loss carryover might be used to offset gain from sale of the assets 
and also to offset future income from the reinvested proceeds from 
the asset sale. Where the corporation is continued, the personal 
holding company provisions of the Code may become effective 

Code Sections 541-547). 

Another instance in which the stockholders might wish to 
continue their corporation, or even be compelled to do so is when 
the assets must be sold on an installment basis with the cash 
proceeds to be received over several years. If the stockholders 
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were to liquidate their corporation either before or immediately 
after the asset sell-off, they would in most instances be denied the 
benefits of the installment method and would have to pay the tax 
on the gain immediately, even though they had not received the 
cash. Except in the case of a parent-subsidiary situation, distribu- 
tion of installment obligations in liquidation of a corporation as a 
general rule causes all deferred gains to be taxed at the time of 
the distribution (Code Section 453). If the corporation is liquidated 
first, in order that stockholders rather than the corporation might 
consummate the sale of the assets and business, this will be to no 
avail if the liquidation results in establishing a new basis for the 
assets equal to their fair market value. which is usually true. In 
that case the stockholder realizes the full asset gain by reason of 
the corporate liquidation and will realize little or no gain from sale 
of the assets in view of their fair market value basis. The install- 
ment method is not available to a stockholder with respect to a 
liquidation gain. The only possibility of getting appreciated 
property into the hands of a stockholder at a tax basis equal to 
or higher than in the hands of the corporation, without a taxable 
transaction occurring, exists either when the stockholder is a parent 
corporation or when a one-calendar-month liquidation may be 
effected at little or no tax cost. 


Corporation Sells Assets after Which it Adopts a Plan of Complete 
Liquidation. Except in the case of a parent-subsidiary corporation 
situation, where no gain or loss is recognized upon the liquidation 
of the subsidiary or selling corporation, this route is ordinarily 
followed only after all other possible routes have been considered 
and have been found to be no more advantageous from a tax 
viewpoint. The reason is that unless there is loss to offset the 
gain, this route creates immediate double taxation because the 
corporation realizes a gain on sale of the assets and the stockholder 
also may realize a gain on the liquidation of his stockholdings. In 
addition, the use of the installment method of reporting gain is 
foregone, since, except in the parent-subsidiary situation, distribu- 
tion of installment obligations in complete liquidation results in 
all deferred gain being taxed to the distributing corporation, and 
the stockholder’s gain on liquidation may not be reported on the 
installment basis. 
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Standard Direct Costing — 
A Successful Management 
mn . 

I echnique 


By James E. Meredith, Jr. 


A combination of forces in recent years is rapidly rendering many 
of our cost accounting systems obsolete. To illustrate, industrial 
life has been typified in recent years by problems of wage and 
material price inflation; expansion of facilities at inflated costs to 
meet initial post-war consumer demands; increasing product com- 
petition within and between industries; product obsolescence; a 
search for diversification; and finally the jolting recession (and 
excess capacity) throughout the entire economy in 1957-58. These 
conditions laid heavy stress upon the need for cost data for use in 
a variety of management problems. 

It has often been said that we need different kinds of “‘costs”’ 
for different types of problems. The significant fact is that the job 
of gathering multi-purpose cost data for current use has become much 
more important than in prior periods. 

Coincident with the need for more and better data and improved 
techniques, new management programs began to make their 
appearance in the literature in the form of case-experiences of a 
few companies; profit planning and control programs were being 
made more comprehensive and given publicity; and concepts from 
the statistical and mathematical fields as applied to costs were 
given a trial. Indicative of the trend is the use of cost data in 
modern planning and control studies such as the following: 

Profit planning programs based on relative product profitability. 

Calculation of economic order quantities. 

Application of learning curve techniques to cost estimates. 

Standard deviation cost control techniques. 

Inventory stratification analysis and management. 

Return on investment calculations. 

Machine loading and utilization studies. 

Incremental costing techniques for production scheduling. 

These techniques require a knowledge of cost behavior under 
various operating conditions, and the quick availability of cost 
data which vary directly with volume of production, out-of-pocket 
costs and incremental costs. Where such information is required 
on a continual basis, many companies are now considering the 
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integration of these data in the accounts by means of direct cost 
methods. 

Finally, in addition to economic factors and the development 
of new techniques, the trend toward the use of more pertinent 
cost data for decision-making has undoubtedly been accelerated 
by the availability of versatile data processing equipment to handle 
detailed information on an economical basis. Confronted with 
these factors, it is not surprising to find that an increasing number 
of large and medium-sized companies have adopted the direct 
costing technique in recent years. As a technique it has been both 
praised and condemned.' Its supporters have perhaps claimed too 
many virtues and by sheer exuberance they may have aroused 
antagonism and opposition. Direct costing, or standard direct 
costing, by itself is not the sole answer to management’s needs for 
data gathering and interpretation; it is one of a small number of 
powerful techniques which can be used in combination to arrive 
at decisions regarding the many perplexing problems which man- 
agement must face today. 

The ways in which direct costing has been used successfully by 
three selected companies are explained in the following pages in 
the form of cases. These companies have adopted substantially 
similar accounting policies in applying standard direct costs. The 
pertinent policies are briefly summarized: 

1. Standard costs are utilized for direct labor, direct material and variable 
manufacturing expense, such as fringe benefits; variances are treated as current 
expenses. 

2. Only those costs which vary directly in proportion to production are 
classified as direct costs. 

3. All other costs are treated as period expenses and shown as a total in 
the income statement each month. Generally, these semi-variable and fixed 
items are subjected to budgetary control for various levels of production. 

4. For annual reporting to stockholders and income tax purposes, an 
adjustment is made on the income statement for the portion of period expenses 
which apply to changes in inventory levels. The income statement reflects 


profit before income taxes, and the statement of financial condition (balance 
sheet) reports inventories, on an absorption cost basis. 


1 Perhaps the most common criticisms of direct costing are that (a) it is 
not recognized for income tax purposes and (b) it is not generally recognized 
for financial reporting. Either of these criticisms is admittedly accurate when 
considered alone but the use of year-end adjustments invalidates both. The 
importance of direct costing is principally found in internal reporting and 
interpretation of data for managerial use; limitations of this technique in 
areas of tax and external reporting are largely irrelevant. 
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A typical income statement prepared on this basis is shown 
in Exhibit I. 

The adjustments for period expenses applicable to changes in 
inventory can be made on simplified bases which produce sub- 
stantially the same results as detailed absorption costing. Generally 
tlie bases adopted are the same as those used previously, e.g., units 
of production or direct labor dollars. 


Company A—Teatile Mill 

Company background: Company A is a major producer of three 
textile product lines. In 1956, the management became very much 
concerned with costs because of excess productive capacity and 
keen competition in the textile industry. 

It was recognized that the major policy question faced by 
management was whether the company should take on business 
with a view to becoming a large producer and sell products at 
compromised prices, or whether the company should contract its 
operations and become a medium-sized producer of only branded 
products. Cost information was needed on a regular basis for 
determining the profitability of each product line at stated prices 
and for indicating the profit that would be realized under alternate 
product line pricing and volume conditions. 


Adoption of standard direct cost system: A standard direct cost 
system was adopted primarily because the resulting segregation of 
fixed and variable costs provided cost data which readily indicated 
profits at various volumes and permitted a quick evaluation, by 
product line and individual brand, of contributions to overhead 
and profits (see Exhibit IT). Additional benefits were also antici- 
pated and later realized, the most immediate being a reduction of 
clerical accounting expense by the avoidance of overhead allocations. 

Several examples of the specific use of cost data will illustrate 
the reasons for management’s enthusiasm for the standard direct 
cost system. 


Use of cost data for sales policies: One of the frequent questions 
which must be answered is whether to continue or to discontinue 
a specific style of product which is a part of a product line. The 
cost of a style determined by conventional absorption accounting 
methods might indicate it to be a loss item. By using standard 
direct costs and anticipated volume at list prices, however, a quick 
‘alculation can be made of the contribution to period costs and 
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profits. For example, the sale of 50,000 units of Style 765 at the 
list price of $5 would produce sales income of $250,000. With a 
standard direct cost of $3 per unit, the total direct costs would be 
$150,000 and the contribution to overhead $100,000. Unless by 
eliminating Style 765 there can also be eliminated at least $100,000 
of overhead expenses, the discontinuance of the style cannot be 
justified. The company’s working formula can be summarized as 
follows: 

If contribution (measured by net sales minus direct costs) is greater than 
overhead reduction—retain the style. 

If contribution is less than overhead reduction—discontinue the style. 

One interesting decision made recently on this cost basis was 
in connection with a customer’s request to underwrite the costs 
of an advertising campaign. Quick calculation of the anticipated 
contribution through increased sales volume showed a return well 
in excess of the advertising costs. Agreement was readily made. 
This type of thinking is well understood by nonaccounting execu- 
tives and can be readily applied to sales policies. 


Use of cost data for cost control: This company has also found 
the standard direct cost system useful in the control and reduction 
of the so-called “period” costs, which are segregated by respon- 
sibility groups. The income statement sets forth all of these fixed 
and semi-variable costs as one large period charge. These were 
not so apparent under absorption costing. Subsequent manage- 
ment action has resulted in substantial cost reductions and the 
effective use of operating budgets for each department based on 
anticipated production. The net results of these programs, of 
course, show up monthly in the summary statement of income. 


Use of cost data for prompt reporting: With this combination of 
standards and direct costing, a reliable forecast or estimate of 
monthly income statements can be made easily for flash reports, 
based upon sales data and weekly operating budget reports. The 
accounting department’s work at month end has been simplified 
and this permits earlier closings. 

Nonaccounting company personnel understand this cost sys- 
tem, and it has cleared up many communication problems between 
sales, manufacturing and accounting people. 


Company B—Machine Tool Manufacturer 


Company background: Company B is a medium-sized machine 
tool manufacturer with one principal type of machine. During 
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the last few years it suffered from industry problems of reduced 
demand for machine tool products as well as product obsolescence. 
Consequently the company has had to seek both new products 
and jobbing and special orders for its machine shop facilities. 

In the light of these changed conditions, management had to 
make many decisions based on cost data not available under its 
conventional system and furthermore adopted, of necessity, other 
relatively new techniques in addition to direct costing. For 
example, new inventory and production control procedures were 
required to meet the altered operation of the company and the 
financial problems incident to a large over-investment in inventory; 
the use of a mathematical formula for the determination of eco- 
nomical order quantities was adopted to minimize order costs and 
cost of investment in inventory; and planning, scheduling and 
machine loading techniques were refined to assist manufacturing 
management in coping with problems of shorter runs, special orders 
and the introduction of new product lines. Finally, management 
also recognized the need for better control and reduction of costs. 


Adoption of standard direct cost system: The management 
adopted a standard direct cost system primarily because of the 
need for direct cost data in the new inventory and production 
control techniques, secondly for sales estimates relative to the job 
order business, and thirdly for the control and reduction of over- 
head costs. 


Use of cost data for production and inventory control: Analyses 
of inventory balances disclosed excess quantities on hand in relation 
to current usage and anticipated sales. This was apparently the 
result, in part, of a decline in demand for its products and was 
partly due to lack of conformance of production activity to sales 
activity. Direct cost data were required by production control for 
planning based on economical order quantities. In calculating 
mathematically minimum total cost for inventory order and carry- 
ing cost, it was decided that only those unit costs which vary 
directly with production should be considered. 

The introduction of standard direct costs disclosed a number 
of areas requiring immediate attention. For example, the Company 
discovered that operations were often scheduled on less efficient 
machines to avoid the incurrence of higher overhead rates on more 
modern equipment available with resulting higher direct labor 
out-of-pocket costs. 
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Production and engineering decisions often revolve on questions 
of marginal cost such as make-or-buy decisions. One simple 
example was a decision to fabricate a part in lieu of the outside 
purchase of castings. The Company discovered that although the 
costs under conventional absorption costing were in excess of 
purchase price, the direct costs were far less. 

Although it is not necessary to segregate direct costs in the 
accounting system, accounting for unit cost on a direct cost basis 
was found useful by the production control department in daily 
planning activities and by the accounting department for measure- 
ment of the over-all effectiveness of the inventory control program. 
Since the objectives of both departments were so closely related 
it was found desirable to accumulate costs on the basis required 
for current decisions. Likewise, scheduling and production report- 
ing requirements were only concerned with direct labor hours and 
cost. Since the company had a well integrated data processing 
system, it seemed only reasonable and economical to develop one 
set of cost figures for production control and inventory purposes. 
Finally, it should be noted that many products pass jointly through 
five or six departments for various operations. The former system 
of allocating overhead to units of production on a current basis 
required a large volume of clerical work and machine accounting. 


Use of cost data for sales policies: In essence, the concept of 
contribution to overhead as a basis for sales decisions had been 
followed by management. Under their conventional cost system, 
however, the results were hidden. The standard direct cost state- 
ments, together with supporting product line and job contributions, 
clearly show the significant information relating to sales decisions. 
Using direct costs and hindsight, the company now believes it gave 
up several worth-while subcontracts which were showing a loss 
based on absorption costing during a period of low volume. 


Use of cost date for cost control: This company also decided that 
the segregation of all fixed and semi-variable costs as one large 
period charge on the income statement would be far more useful 
for a comprehensive cost control and reduction program than a 
comparison of total costs on the absorption basis to job cost esti- 
mates or standards. Responsibility for period costs at various 
levels of standard labor hours is easily understood at the foremen 
level. 








Standard Direct Costing—A Successful Management Technique 


Company C—Fabricator of Industrial Products 


Company background: Company C is a medium-sized fabricator 
of industrial products. There are five basic product lines, although 
each order may require special features which entail additional 
sheet metal, machine shop and assembly operations. Sales are 
subject to seasonal peaks and management has met this problem 
by stockpiling during the off-season and taking on several large 
subcontracts for products unrelated to standard lines. 

One of the company’s principal accounting problems has been 
the development of product line profit and loss data acceptable to 
the sales and manufacturing staffs for major decision-making. The 
sales department, particularly, objected to the amounts of over- 
head charged to various products. For example, there was com- 
plete disagreement among management on the question of whether 
the company was making money on subcontract business. 

For some time a committee of accounting, sales and manufac- 
turing managers had been unable to decide upon equitable bases 
for distribution of general overhead and productive department 
manufacturing expenses to products. The relationship of cost 
elements was a complicating factor, cost of sales of standard 
products being represented by 60 per cent material, 15 per cent 
direct labor and 25 per cent manufacturing expenses. Under these 
circumstances, neither sales value nor prime costs, including the 
large material cost, were acceptable as bases for distribution. Direct 
labor was expended on many operations and on thousands of 
detail parts, some commort to several lines. Computation of over- 
head by operation and part would have entailed substantial addi- 
tional clerical expense, and in any event agreement could not be 
reached on the use of direct labor, which represented only 15 per 
cent of cost on the average, and varied substantially among prod- 
ucts, as a basis for distribution of general overhead. 

The cost system in use was primarily for the periodic deter- 
mination of income based on accounting department cost estimates 
and was not integrated in the accounts. Management had success- 
fully developed a system of direct labor efficiency reports and was 
interested in integrating these into a standard cost system with 
the objectives of realizing better cost control, profit planning and 
determination of income. 


Adoption of standard direct cost system: A standard cost system 
based on the direct cost concept was agreed to by all departments, 
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primarily because it would furnish a simple presentation of operat- 
ing results clearly indicating the product cost-volume-profit rela- 
tionships needed for managerial decisions. Furthermore, it would 
greatly simplify accounting procedures and reduce the related 
clerical and machine accounting work. 


Projected uses of cost data: Sales executives welcomed the avail- 
ability of income and cost data in terms of product contribution 
to period expense and profits. It was agreed that pricing policies 
would be directed toward yielding a normal over-all percentage 
contribution based on sales. 

Periodic decisions as to major engineering costs of product 
redesign could be made on the basis of estimated net additional 
product contribution to period costs and profits. 

Manufacturing executives could review directly the cost control 
program based on departmental budgets and summarized in the 
monthly income statements. 

Production control cost data for planning, ordering of economic 
quantities and inventory accounts would be on a common basis, 
well understood by nonaccounting staff members. 

Installation of the revised cost system was enthusiastically 
endorsed by the company. 


Summary: 


Many companies like these have successfully adopted standard 
direct costing for very vital and specific purposes. They have 
learned to apply the results intelligently and aggressively. It should 
be noted again, however, that direct cost data can be utilized for 
cost decisions without incorporating the data in cost accounting 
records. Likewise, the success of cost programs is often ascribed 
to the system when in fact management should be given the credit 
for taking bold action under the changed environment described 
at the outset. 

In conclusion, standard direct costing can be one of the most 
effective tools developed by American business to meet changing 
conditions. 
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Standard Direct Costing—A Success{ul Management Technique 
EXHIBIT | 
COMPANY X 


SUMMARY STATEMENT OF INCOME 


Month of 1958* 

PRE INES asin chore waiadeameaseons Salvia aisicvstenwees XXXXX 
Standard direct cost of sales: 

Nratevials and: PATtas. ...... 666 ec sseseus XXXX 

PRUNE RINE oc ocx Spa ss oe able eosllevs elev aeons XXXX 

Variable manufacturing expense.......... XXX XXXXX 
Contribution to period expenses. . XXXXX 
Period expenses: 

Diwect Cost VATIONCES.. c...<6. 06-6 se cc edie eo es : XXX 

IPMN US INNI 5 534: 0105-09: soorecec sce! er Viet naa ; XXX 

Selling..... oh Sn Cre Hone Nae ae eM een ise XXX 

General and administrative............. XXX XXXX 
Operating income on direct cost basis....... XXXX 
Adjustment of inventory for manufacturing period 

expenses XXX 
Operating income on absorption cost basis XXXX 
Other income and expense......5 05. ieee ceeces XXX 
Income before income taxes................. Nee XXXX 
Federal and state income taxes.............. Bestss XXXX 
I coe 5 5: ee tcc veo eat eee reser F XXXX 


* Statements generally indicate significant percentages and comparative 
amounts. 
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EXHIBIT II 
COMPANY X 
STATEMENT OF Propuct ContTRIBUTION BY PRoptuctT LINES 
Month of , 1958* 


Total Product A Product B- Product C 


Net sales. XXXXX XXXX ANXX XXXX 


Standard direct cost of sales: 


Materials and parts XXXX XXX XXX XXX 
Direct labor XXXX XXX XXX XXX 
Variable manufacturing expense XXX XX XX XX 
XXXX XXXX XXXX XXXX 
Contribution to period expenses. XXXXX XXXX XXXX XXXX 
Product period expenses: f 
Manufacturing. XXX XXX XXX XXX 
Advertising XXX XXX XXX XXX 
Sales commissions. . . XXX XXX XXX XXX 
XXXX XXX XXX XXX 
Product contribution to other 
period expenses and income XXXX XXX XXX XXX 


Statements include significant unit data, percentages and comparative 
amounts. 


+ Product period expenses include only those expenses directly identified 
with specific products and which would be eliminated if the product were 
discontinued. 





Women in The Accounting World 


Women in The Accounting 
W orld* 
By Margaret White Nally (New York Office) 


In this day of man-made satellites, push-button driving, stereo- 
phonic sound and other such marvels, youngsters and oldsters 
alike are hard put to keep up with the fast changing world in 
which we live. There have been so many fascinating new develop- 
ments in the twentieth century that when we pick up a newspaper 
or magazine we often shake our heads and mutter “Things sure 
aint what they used to be!’ And what of our business offices? 
Today’s offices are equipped with sound-proofing, air-conditioning 
and other modern comforts; electronic data processing equipment 
performs complex and voluminous computations and turn out 
reports at phenomenal speeds; and “‘lo and behold” women account- 
ants have appeared on the scene. 

Of course, the appearance of women in business is not a 
development of the twentieth century. Women have played impor- 
tant roles in the more traditional occupations such as bookkeepers, 
clerks, typists and secretaries. But the appearance of women as 
professional accountants is of relatively recent vintage. 

In the early years of the century, young ladies who came from 
families of moderate wealth attended so-called “finishing schools.” 
At these schools they learned the proper way to pour tea, play a 
musical instrument, walk erectly, talk in subdued tones and other 
social graces designed to make them proper matrimonial prospects. 
The more adventurous young ladies at that time, or those whose 
circumstances warranted that they make their own livelihood, 
attended business schools and learned to type, take shorthand and 
to keep books. 

Well as I said earlier, times have changed. Today’s young 
ladies want to go to college and they don’t want to be limited in 
their choice of professions. Teaching, nursing, secretarial work are 
all fine fields but some of us feel we have the aptitude and quali- 
fications for a profession that up until recently has been tradi- 
tionally regarded as a man’s field. That profession is accounting! 

For some reason which has-never been quite clear to me, many 
men still oppose the acceptance of women in this profession. 
Perhaps this stems from the old-fashioned idea that women are 


* This paper was presented at the meeting of the National Association of 
Accountants, Long Island Chapter, on March 17, 1959. 


79 











LYBRAND JOURNAL 


the weaker sex and must be sheltered from such disturbing matters 
as finance, economic conditions, taxation, and so forth. But men 
today are not so naive as to believe this myth. The men of today 
look to their wives to share the financial responsibilities of man- 
aging a household. I would hazard a guess that the majority of 
the men here tonight have relinquished almost all of their financial 
management problems to their wives. The woman of today is the 
family budget director. She allocates the family revenue to the 
various goods and services she knows are needed. She does com- 
parison shopping to determine what is the lowest unit cost con- 
sistent with the quality of the goods or services desired. When 
variations occur in the budget, she tries to analyze them and to 
fix responsibility. If costs are noncontrollable because of rising 
price levels, she decides whether to reduce the quantities of the 
goods or services she purchases or whether to make a substitute 
in quality. In addition to all the usual household tasks usually 
ascribed to women, today’s housewife must be a budget director 
and chief cost accountant. 

Now if men will concede that women are doing a pretty good 
job of financial housekeeping for them in their homes, it eludes 
me why it took so long for some of them to recognize that women, 
properly trained, could do an equally good job as professional 
accountants. Their natural attention to detail, their natural curi- 
osity, their neat habits of work and sense of satisfaction in bringing 
order and organization to a mass of detail, make women ideally 
suited for a career in professional accounting. In addition, it 
should be recognized that the consideration and tact a woman is 
called upon to exercise when she entertains in her home is just 
as valuable an asset in business. 

Women accountants can take pride in the fact that their cause 
was advanced very early in America by none other than Benjamin 
Franklin. In his Autobiography he urged that accounting be 
included as part of a woman’s education. He tells the following 
story: 

In 1733, I sent one of my Journeymen to Charleston, South Carolina 
where a printer was wanting. I furnished him with a Press and Letters, on 
an Agreement of Partnership, by which I was to receive one-third of the 
profits of the business, paying one-third of the expense. He was a man of 
learning and honest, but ignorant in matters of account; and tho’ he some- 
times made me Remittances, I could get no account from him, nor any 
satisfactory state of our Partnership while he lived. On his decease, the 
business was continued by his widow, who being born and bred in Holland, 


where as I have been informed the knowledge of accompts (accounting) is 
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made a part of female education, she not only sent me as clear a state as she 
could find of the transactions past, but continued to account with the greatest 
regularity and exactitude every quarter afterwards; and managed the business 
with such success that she not only brought up reputable a family of children, 
but at the expiration of the term was able to purchase of me the Printing 
House and establish her son in it. . . . I mention this affair chiefly for the 
sake of recommending that branch of education for our young females, as 
likely to be of more use to them and their children in case of widowhood than 
either music or dancing. 

Now I don’t know what effect Ben Franklin’s opinion had on 
the women of his day but it is interesting to note that women 
have been in there pitching for a place in the accounting profession 
from the passage of the first accounting laws. The first C.P.A. 
law was enacted in New York in 1896 and in June 1898, a woman 
accountant, Christine Ross, passed the fourth examination and 
was the third highest candidate. However, her certificate was 
withheld while officials were deciding whether or not a woman 
could be certified. On December 21, 1899 the New York Board 
of Regents awarded her Certificate No. 143. There are other 
examples of women pioneers in accounting who obtained their 
certificates. For example, in Pennsylvania a woman was awarded 
Certificate No. 34; in Illinois a woman received Certificate No. 61; 
and in Colorado a woman received Certificate No. 7. 

The ranks of women certified public accountants grew slowly. 
In 1937, in a population of 130,000,000 people, there were only 
130 women certified public accountants. A woman C.P.A. was 
truly “one in a million.” 

Although prior to 1940-there were relatively few professional 
women accountants, ledgers and “‘ladies’” were associated much 
earlier. In a bulletin issued by the Women’s Bureau of the U.S. 
Department of Labor, it is pointed out that there were nearly 
1,000 women bookkeepers, accountants and cashiers in 1870 and 
by 1910 there were about 190,000 women in this group, although 
very few were professional accountants. The bulletin further states 
that in 1950, women comprised 77 per cent of all employed book- 
keepers and had begun to make measurable progress in accounting 
and auditing jobs. As a matter of fact during the ten year period 
from 1940 to 1950, women accountants and auditors increased in 
number from a little over 18,000 to more than 55,000, or roughly 
more than a 200 per cent increase. 

Undoubtedly World War II provided unprecedented oppor- 
tunity for qualified women accountants. The proficiency demon- 
strated by these women enabled them to secure permanent 
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positions and helped to gain recognition for other women. The 
post-war boom also created a need for increasing numbers of 
trained accountants and as a consequence many employers have 
broken with tradition and employed women as accountants and 
auditors. The success of these women in climbing to key executive 
posts has given encouragement to other young women who are 
interested in a high-level business career. A college education in 
accounting can prepare a woman for a position in management 
and enable her to work with key executives in commerce and 
industry. After having acquired sufficient experience she may then 
advance into an executive position, or if she prefers, go into busi- 
ness for herself. Many women accountants have become specialists 
in taxes, S.E.C. accounting, hospital accounting, hotel accounting 
and many other specialized areas of accounting. 

Of course accounting is not the only avenue for women seeking 
an entree into a top management position. However, it is one of 
the sound ways for those who have the proper qualifications and 
are sufficiently interested to acquire the necessary education. More 
and more women have been discovering that accounting offers 
them professional status and a much broader picture of the business 
world than the one encompassed by ledgers and journals. 

In 1956, the American Woman’s Society of Certified Public 
Accountants published a report on women C.P.A.’s. This report 
contains factual data about the education, marital status, geo- 
graphical locations, earnings, etc. of women C.P.A.’s. You may 
be interested in some of the statistical findings of their survey. Of 
those replying (38 per cent of all women C.P.A.’s in the country): 

68 per cent are engaged in the practice of public accounting 

18 per cent are engaged in industry 

14 per cent are engaged in either government work, teaching or miscel- 
laneous. 

Approximately 44 per cent earn less than $6,000 a year and 
most of this group are in public accounting and have had less 
than ten years public accounting experience. Over 27 per cent 
earn between $6,000 and $8,000 a year; 14 per cent earn between 
$8,000 and $10,000; and over 15 per cent earn over $10,000 a year. 

The 1956 survey did not cover the non-certified women account- 
ants but a 1954 survey revealed that the woman C.P.A. earned 
about $1,500 a year more than the non-certified woman accountant. 

I would like to tell you a little about the two professional 
women’s accounting societies. The American Woman's Society of 
Certified Public Accountants was founded in 1933 to advance the 
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professional interest of women certified public accountants. Mem- 
bership has grown from 9 members in 1933 to over 400 in 1958. 
The three primary objectives of the organization are: 

1. Encouragement of women accountants in their professional advance- 


ment. 
U 


2. Improvement of knowledge within the accounting profession concern- 
ing the ability and achievements of women certified public accountants. 

3. Increase the number of women who are members and active partici- 
pants in programs of technical accounting organizations. 

In order to encourage more women to enter the profession and 
to strive for higher attainments, the American Woman’s Society 
of Certified Public Accountants in 1938 organized an affiliate, the 
American Society of Women Accountants, which provides a pro- 
fessional membership for women who may not be certified public 
accountants but who are engaged in accounting work, who are 
instructors of accounting, or who otherwise have a substantial 
interest in accounting. Membership in A.S.W.A. totals about 3,000. 

The two societies join in issuing a bi-monthly publication, The 
Woman C.P.A., which carries articles on technical accounting 
subjects written usually by members of the societies. The local 
chapters of A.S.W.A. (there are over 60 chapters) hold monthly 
meetings featuring technical and educational programs. Each 
chapter has a public relations dinner once a year to which are 
invited leading businessmen of the community, representatives 
from the press, officers of other local accounting societies, etc. for 
the purpose of acquainting the public with the place women hold 
in the profession. The two societies jointly hold an annual con- 
vention and have as their guests at the closing banquet, the officers 
of the American Institute of Certified Public Accountants and 
national officers of other accounting societies such as the National 
Association of Accountants. The joint efforts of these two societies 
have brought a growing recognition and prestige to all women in 
accounting. As a case in point, at the 1958 convention held in 
Detroit the following telegram was received: 

Please give my greetings to those attending the 18th joint annual meeting 
of the American Woman’s Society of Certified Public Accountants and the 
American Society of Women Accountants. 

Over the past quarter century, these two societies have shown remarkable 
progress in their programs and steady expansion of their membership. I am 
sure they will continue to further the already splendid achievements of women 
in the accounting field which contributes much to our country’s economic 
growth and development. 

I hope you have enjoyed a pleasant and profitable meeting. 
Dwicut D. EISENHOWER 


Needless to say, we were all very pleased and proud of this honor. 
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One of the primary objectives of the American Woman's 
Society of Certified Public Accountants, as I mentioned earlier, 
is to increase the number of women who are members and active 
participants in programs of technical accounting organizations. I 
think they have been doing a remarkable job in this respect. 
Many of their members participate in other professional account- 
ing organizations as committee members, committee chairmen, 
officers or directors. For example, one of the members of the New 
York Chapter of A.S.W.A., Alice Aubert, is presently serving as 
a Director of the New York State Society of C.P.A.’s; Margaret 
Smith, President of the Tacoma, Washington Chapter of A.S.W.A. 
is also serving as President of the Tacoma Chapter of the Wash- 
ington Society of Certified Public Accountants; and there are 
many more. 

[ think you will agree that women accountants have come a 
long way in the last half century. It is not a surprising develop- 
ment when you consider that there has been an increased demand 
for accountants during this period and that many women possess 
the basic characteristics which make an excellent accountant. 
Given the encouragement and the opportunity, women have dem- 
onstrated their ability to do a competent job in accounting. 

More and more employers are considering women applicants 
for accounting positions on an individual, professional basis. They 
are ceasing to apply the generalizations which can reasonably be 
made of women as a group. Instead they are employing women 
accountants on the basis of education, experience, competence, 
appearance, and the usual qualifications used to evaluate any 
other applicant for a position. 

The outlook at present is indeed promising for young women 
who are looking towards a career in accounting. As a matter of 
fact, recent surveys indicate that industrial recruiters sent to col- 
leges are showing a far greater interest than ever before in hiring 
women accounting graduates. Some colleges report receiving job 
offers for as much as six to eight times the number of women 
accountants available. The greater demand from business and 
the apparent shortage of qualified manpower has offered unprece- 
dented opportunities for the woman accountant of today. If she 
does her job well, as we have every reason to believe she will, 
the woman accountant of tomorrow may look forward to a future 
of prestige and opportunity. 
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Income Tax Aspects of 
Estate Planning* 
By G. W. Welsch 


Generally speaking, when the subject “estate planning” is men- 
tioned, everyone thinks of estate, inheritance, and gift taxes. 
Little or no thought is given to possible income tax aspects of the 
subject. Possibly this is because to so many people the words 
“estate” and “death” are related; and, to them, “estate planning” 
means planning for death. A true “estate plan” should be as 
much concerned with planning for living as it is with planning 
for dying. For this reason, some consultants prefer the term 
‘financial planning” to “estate planning.” Regardless of what it 
is called, however, any plan which proposes the disposition of 
property by gift, devise, sale, or exchange is incomplete unless all 
income tax aspects have been considered carefully. 

There are two broad phases of the income tax aspects of any 
estate plan which must be taken into consideration. The first is 
the impact of income taxes on the testator during his lifetime. 
The second is the impact of income taxes on the donees, bene- 
ficiaries, and heirs of the testator, both during his lifetime and 
after his death. 

It is axiomatic that the more taxes an individual can avoid 
during his lifetime, the larger the estate he will be able to pass 
on to his heirs and devisees: at his death. It would therefore ap- 
pear that the whole field of income tax planning and legitimate 
tax avoidance is but one facet of the field of estate planning. 
Obviously, however, any attempt to cover this field would require 
many volumes. Therefore, although each individual should con- 
sider all ways and means of reducing his taxes when establishing 
or reviewing an estate plan, this paper will be limited to those 
aspects of the subject which are closely related to estate planning 
in the minds of most people, i.e., gifts, direct or in trust, chari- 
table contributions, executors’ fees, and similar topics.! 

Federal income taxes are imposed at graduated rates. The 
greater the income, the higher the rate of tax.2 Thus, if income 


* This paper was presented at the Texas Technological College Tax Con- 


ference, October, 1958, and a modified version of it appeared in The Journal 
of Taxation, March, 1959, p. 144 ff., under the title of ‘Make Current Income 
Tax a Major Goal in Family Estate Planning.” 
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can be distributed among several different taxable entities, the 
aggregate tax usually will be substantially less than if all of the 
income were taxed to one taxpayer. Thus, two major principles 
of estate planning are (1) create as many different taxpayers as 
possible and (2) arrange for distribution to, or retention of tax- 
able income by, taxpayers with the smallest amount of other 
taxable income.* 

These principles can be applied to save income taxes during 
the lifetime of a taxpayer as well as after his death. Assume, for 
example, the situation where a taxpayer in the 90°% bracket is 
supporting two elderly relatives. To this end, he sends each of 
them $300 per month, a total of $7,200 per vear. Even taking 
into account the fact that the taxpayer is enjoying two additional 
dependency exemptions, he must earn over $70,000 a year to 
obtain the $7,200 which he is paying out. He can relieve this 
situation substantially by creating a trust or trusts to assume 
this moral obligation. Let us take a specific example and follow 
it through. Mr. A, whois married, is the sole owner of a successful 
corporation which has only one class of stock outstanding. His 
salary, dividends from this company and other corporations, and 
his income from other sources, provide him with a taxable income 
of about $350,000 per year. Each month he sends a $300 check 
to each of two aunts, one of whom is 70 vears old and the other 


of whom is 72 years old. His present position is as follows: 


Taxable income. . $350,000 
Tax 268,640 
Net after tax $1,360 
Payments to aunts 7,200 
Remaining cash. . $ 74,160 


Mr. A needs approximately $75,000 per year in after tax 
income to maintain his current standard of living. Upon the 
advice of his tax counsel Mr. A takes the following steps. First, 
he causes his corporation to issue and pay out as a stock dividend 
1,600 shares of 6° preferred stock, $100 par, callable at $100 
plus accumulated dividends. There is no income tax on this 
transaction.* Next he creates two trusts, transferring 800 shares 
of stock to each trust. The trustee is to distribute all income as 
received. Each trust is to end at the death of the income bene- 
ficiary, and the principal thereof is to revert to Mr. A. There 
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should be no difficulty in establishing that the value of the pre- 
ferred stock is not more than $100 a share. Therefore, the value 
of the gift of the life estate to the 70 year old aunt is $21,896 
($80,000 x .27370), and the value of the gift to the 72 year old 
aunt is $20,047 ($80,000 x .25059). Thus, Mr. A has made total 
gifts of approximately $42,000. These gifts are gifts of present 
interests, however, and will qualify for the annual $3,000 per 
donee exclusion.” If Mr. A’s wife joins with him in the gift, a 
total of $12,000 may be excluded, leaving taxable gifts of $30,000 
subject to gift splitting provisions.® Assuming no previous tax- 
able gifts, but no lifetime exemptions available, the tax on these 
gifts would amount to $1,575.7 

Now let us look at the income tax consequences. The dividends 
received on the preferred stock will be payable to the aunts and 
will be taxable to them.* The trusts will have no taxable income.® 
Each aunt will receive $4,800 per year. As each aunt is over 65, 
she will have 2 exemptions. Taking into consideration the standard 
deduction, the 4% dividends received credit (but ignoring the 
retirement income credit) and assuming that neither aunt has 
taxable income from any other source, each aunt will have a tax 
to pay of $518, leaving after tax income to each aunt of $4,282. 
Naturally a larger after tax income will result if either aunt 
qualifies for the retirement income credit. This is even better than 
the $3,600 she receives under the existing arrangement. Mr. A 
still needs $75,000 after tax income, which he can obtain by earn- 
ing $280,000 of taxable income instead of the $350,000 previously 
required. Thus, Mr. A can reduce the dividend payments on the 
common stock of his corporation by $70,000 per vear, leaving these 
funds in the corporation to expand the business. 

If the corpus of a trust is to revert to the grantor, the trust 
will not be effective to shift the incidence of income taxes unless 
the trust will last for either the life of the income beneficiary or 
a period of ten years or more.'® An exception is made where the 
income beneficiary is a church, an association of churches, an edu- 
cational organization, or a hospital. In such case the prescribed 
period is two years.'' The fact that the life expectancy of the 
income beneficiary is less than ten years at the time that the trust 
is created will not disqualify the trust. The date of each transfer 
in trust starts the ten (or two) year period with respect to the 
specific property transferred. Each postponement of the date 


specified for reversion is treated as a new transfer in trust on the 
date the postponement is effected. 


87 











LYBRAND JOURNAL 


Often, an individual in a high income tax bracket supports a 
son just starting off on his own. Such a situation would suggest 
the creation of a ten year trust. During the ten year period the 
income received by the trust and disbursed to the son would be 
taxable to the son. Since presumably the son would be in much 
lower tax brackets than his father during this period, there should 
be a substantial tax saving. 

The Treasury has ruled that where, under the terms of a trust 
instrument, capital gains are added to the trust corpus and revert 
to the grantor at the termination of the trust, such gains are 
taxable to the grantor in the year in which they are realized by 
the trust. 

Even simple arrangements such as these should not be entered 
into in a vacuum, but should be an integral part of a complete 
estate plan. There are many variations that could be used, and 
the selection of the proper one depends on the overall plan of the 
individual for the disposition of his assets. For example, in our 
illustration the corpus of each trust reverts to Mr. A on the 
death of the income beneficiary. Therefore, the creation of the 
trusts has not removed the assets from Mr. A’s estate. If Mr. A’s 
basic estate plan so provided, the remaindermen of the trusts could 
be Mr. A’s children or grandchildren. Additional gift tax would 
be incurred, but there would undoubtedly be a substantial saving 
in estate tax. A third alternative, which would provide an imme- 
diate substantial income tax benefit, would be to provide that the 
remainders passed to charitable institutions upon the death of the 
life beneficiaries. Mr. A would be entitled to a deduction for char- 
itable contributions in the amount of the fair market value of the 
remainder interests. Subject to the contribution limitation rule 
discussed later, this would be a current deduction and, in our 
example, would reduce Mr. A’s income tax liability in the year of 
the creation of the trusts, by more than $100,000. 

The income tax advantages of charitable contributions during 
the lifetime of the testator should be considered carefully in any 
estate plan. The deduction is allowed currently even though 
enjoyment of the property by the charitable institution is post- 
poned until after the death of the contributor. Assume that Mr. A 
has acquired certain famous paintings which have a present fair 
market value of $100,000. He would like to keep these paintings 
hanging in his home during his lifetime, but he intends to leave them 
to the Metropolitan Museum of Art in his will. If he gave these 
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paintings to the museum now, reserving the right to keep posses- 
sion of them during his lifetime, he would be entitled to an 
immediate charitable deduction on his income tax return for the 
value of the remainder interest.’ If Mr. A is 50 years old at the 
time of the gift, the amount of the charitable deduction will be 
$48,030.!° In the 90% bracket, this will save Mr. A about $43,000 
in income taxes. Here again, there are many variations that can 
be used. The retained interest could be for the lives of both Mir. A 
and his wife. If she were 45 years old at the time of the gift, the 
value of the charitable contribution would be approximately 
$35,000.'° The contribution could take the form of a present 
interest with partial possession. If Mr. and Mrs. A close their 
home each summer for a three month vacation, they could give 
the museum a present undivided 14 interest in the pictures, with 
the right to hang them during the three month vacation period 
each vear. If Mr. A owned a hunting lodge which he used only 
three months each year, he could give an undivided 34 interest, 
with right to possession for nine months of the year, to the Boy 
Scouts or some other charitable organization. If the gift is one of 
present interest, as in the last two examples, the deed of gift must 
give the charity a current right of possession for some part of the 
year; it is not sufficient to give an undivided present interest while 
retaining all rights of possession. 

Where an individual has planned a substantial charitable 
bequest, it may be possible for him to increase his retirement 
income by making an immediate charitable contribution retaining 
a life estate. Assume that a taxpayer, who is 64 years of age and 
in the 75 per cent bracket, contemplates retirement at the age of 
65. After retirement he expects to be in the 50 per cent tax 
bracket. He owns some dividend paying stock which has appre- 
ciated substantially in value since he purchased it. If he retains 
the stock and collects the dividends during his retirement period, 
the income tax will cut his retirement income from this source in 
half. If he sells the stock and uses the proceeds to purchase tax 
exempt bonds, the capital gains tax on the appreciation in value 
will reduce substantially his principal available for investment. 
This, of course, will have an adverse effect on his income during 
retirement years. If he gives the stock to a charity retaining a 
life estate, the charitable organization can sell the stock without 
incurring any capital gains tax. Thus, the entire principal will be 
available for investment in tax exempt bonds. In addition, the 
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gift to charity will produce an immediate income tax saving; the 
taxes so saved also can be invested in tax exempt bonds. If the 
stock is worth $50,000, the remainder interest, at age 64, is worth 
$32,668.50; and the tax saving, in the 75 per cent bracket, is over 
$24,000. In many situations, this plan can almost double the 
available retirement income of the individual.” 

Short-term charitable trusts have many uses in estate planning. 
As stated previously, where the trust has a life of two years or 
more and the income beneficiary is a church, an association of 
churches, an educational institution, or a hospital, the grantor is 
not taxable on the income earned by the trust. However, where 
the grantor has a reversionary interest of 5 per cent or more, he 
can not get a charitable deduction for either the present value of 
the right to receive the income or the income that is actually paid 
to the charity by the trust. But, under the present law, it is pos- 
sible to get a double barrelled benefit by creating a short-term 
trust with the income payable to a qualifying charity during the 
life of the trust and the corpus passing to a relative of the grantor. 
As long as there is no reversion to the grantor, he is entitled to an 
income tax deduction for the present value of the right to receive 
the income; and he can exclude the income of the trust from his 
return. Of course, a gift tax will be due on the value of the 
remainder interests passing to the grantor’s relatives; but, where 
the estate plan of the grantor contemplates an inter vivos gift, the 
interposition of a short-term charitable trust between the grantor 
and the prospective donees often can produce income tax savings 
sufficient to offset all, or nearly all, of the gift taxes incurred. The 
Technical Amendments Act of 1958 as passed by the House of 
Representatives contained an amendment to Section 170 (b) (1) (D) 
of the Internal Revenue Code of 1954 which would have prevented 
the charitable deduction for income tax purposes if the corpus of 
the trust passed to the grantor, his ancestors, his lineal descendants, 
or a corporation, trust, etc. controlled by any of them.'’ The 
Senate Finance Committee rejected this amendment stating, “Your 
committee is of the opinion that if the House provision were to be 
enacted it would severely limit the creation of short-term charitable 
trusts. This is true because grantors would hesitate to set up such 
trusts where the corpus did not revert to members of their family. 
In fact the creation of such a trust for charity under the House 
Bill would not result in any benefit to the grantor which he could 
not obtain by giving the property directly to members of his 


90 








Income Tax Aspects of Estate Planning 


family without the income being set aside for an intervening 
period, for one of the specified charitable purposes. . . . Your 
committee believes that the situation where the corpus of a charit- 
able trust reverts to a member of the family of the grantor is 
substantially different from the case where the grantor himself has 
not irrevocably parted with all the interest in the property.’!? The 
Conference Committee accepted the Senate deletion, and the 
Technical Amendments Act of 1958 did not amend Section 
170 (b) (1) (D) of the Code. 

For the time being, at least, the “two year trust” will continue 
to be an effective tax device. It is possible that the next Treasury 
attack will take the form of an attempt to increase the two year 
period to a five or ten year period, i.e., in order for the deductions 
to apply the charity would have to get the income for, say, five 
years instead of two.”° 

When charitable contributions are made to reduce income 
taxes, care should be taken not to waste contributions by giving 
amounts in excess of the allowable deductions. It often is advisable 
to select a church, an association of churches, an educational 
institution, or a hospital as the recipient of the gift, in order to 
obtain a charitable contribution to the extent of 30 per cent of 
adjusted gross income in the current year’s federal income tax 
return. If other charitable organizations are selected, the charit- 
able deduction is limited to 20 per cent of adjusted gross income. 
Sometimes it is necessary to spread a contribution over more than 
one year by piecemeal gifts, in order to avoid the percentage 
limitation. 

The basic principle of ‘“‘the more taxpayers, the lower the 
income tax’ pervades all phases of estate planning. This method 
of saving income is useful not only to build up an estate by 
decreasing taxes during the testator’s lifetime, but also to increase 
the amount available to beneficiaries after the testator’s death. 
For example, assume that an individual wishes to provide for his 
four grandchildren. To this end, he creates a trust, either by inter 
vivos gift or by will, and transfers income producing property with 
instructions that the trustee accumulate the income and distribute 
each beneficiary’s share when said beneficiary reaches the age of 21. 
The property produces income of $20,000 per year. The income 
tax payable by this trust will be about $7,250 per year. If, instead 
of one trust, four separate trusts had been created, the income tax 
payable by each trust during the period of accumulation, would 
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have been about $1,100 per year, or a total of $4,400, a saving of 
$2,800 per year. It is possible to create multiple trusts even 
though the corpus of each trust consists of an undivided interest 
in specific property. 

As the tax law now stands, it also is possible to create multiple 
trusts for a single individual. For example, a father wishes to put 
a substantial sum in trust for his son to provide for the son’s 
education, to start him off in business, to provide a nest egg for 
the son when he marries, and to establish a general reserve fund 
for emergencies. Instead of setting up one trust, he can establish 
+ separate trusts. Each trust could be a separate taxable entity 
for income tax purposes. I know of one taxpayer who uses letters 
of the alphabet to designate the trusts he has established for his 
son; last vear he reached “P.” The existence of this loophole in 
the law is known to Congress. The Sub-Committee on Internal 
Revenue Taxation has recommended to the Committee on Ways 
and Means of the House of Representatives* that section 641 of 
the Internal Revenue Code of 1954 be amended to provide that, 
where the same grantor has established separate trusts for the same 
beneficiary, all such trusts will be combined and considered as one 
trust for the purpose of computing federal income taxes. The 
proposed amendment contains certain exclusions and exceptions. 
It is impossible to predict with certainty just what form the final 
legislation on the subject will take, if any; but any grantor who 
wishes to create multiple trusts for the same beneficiary should be 
aware of the fact that remedial legislation to close this loophole 
may be expected in the near future. 

It would appear that, even if remedial legislation is enacted, 
residents of community property states will be able to make limited 
use of the multiple trust device. If a husband gives his share of 
certain community property to Trust A and his wife gives her 
share to Trust B, with their son as the beneficiary of both trusts, 
the trusts have the same beneficiary but different grantors. The 
legislation as proposed would not affect this transaction. 

When a taxpayer dies, his estate comes into being; and it is a 
separate taxable entity for income tax purposes. It is taxed on 
all income received during its fiscal year which is not distributed 
to beneficiaries of the estate. For example, an estate receives 
income in the amount of $50,000. Payments made to the wife of 
the decedent, the sole beneficiary, during the year amount to 
$10,000. In computing the income of the estate subject to taxa- 
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tion, a deduction is allowed for this $10,000; and the estate is 
subject to tax on the remaining $40,000. The surviving wife picks 
up the $10,000 which she has received as income and is subject 
to tax on it. The “5 year throwback rule” which applies to trusts 
does not apply to estates. When, in a subsequent year, the estate 
distributes its accumulated income, the money is received by the 
beneficiary tax free.*? The existence of this additional taxable 
entity results in a substantial tax saving; and an executor should 
calculate carefully the exact amounts to be distributed each year, 
with due regard to the financial needs of the parties concerned, in 
order to secure the optimum tax advantage for the family as a 
whole. 

The tax benefits arising from the existence of the separate 
taxable entity make it advantageous to keep an estate in existence 
as long as possible. The law itself contains no criterion as to when 
an estate must terminate. The Regulations provide that, ‘The 
period of administration or settlement is the period actually re- 
quired by the administrator or executor to perform the ordinary 
duties of administration, such as the collection of assets and the 
payments of debts, taxes, legacies, and bequests, whether the 
period required is longer or shorter than the period specified under 
the applicable local law for the settlement of estates.” The 
Regulations provide further that, “If the administration of an 
estate is unreasonably prolonged, the estate is considered termi- 
nated for Federal income tax purposes after the expiration of a 
reasonable period for the performance by the executor of all the 
duties of administration.”” There has been a substantial amount of 
litigation on the question of whether, in a particular case, the 
delay has been unreasonable so that the period of administration 
has come to an end. If it has, the legatees may be required to 
treat the income as their own.” 

The Technical Amendments Act of 1958 contains a provision 
permitting instalment payments of estate tax over a ten year 
period where 35 per cent of the gross estate or 50 per cent of the 
taxable estate is represented by the interest of the decedent in a 
closely held business.”° It would appear advisable to elect this 
privilege, whenever possible, in spite of the 4 per cent interest 
payable on the unpaid instalments of estate tax, as a possible 
means of prolonging the administration of the estate, thus con- 
tinuing the existence of the separate taxable entity. Even aside 
from any income tax advantage, in the present money market, 


4 per cent is a very attractive rate of interest. 
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In connection with the discussion of the administration of the 
estate, it might be well to consider briefly the treatment of admin- 
istration expenses, losses during administration, and medical 
expenses of the decedent during his last illness. There are optional 
methods of treating these items, and the executor should make 
computations to determine which treatment will provide the best 
tax result. Administration expenses and losses incurred during the 
administration of the estate may be taken either as deductions in 
computing the taxable income of the estate*® or as a reduction in 
the value of the estate for estate tax purposes.” It is not necessary 
that the total deductions, or even the total amount of any deduc- 
tion, be treated in the same way. One deduction or a portion of 
a deduction may be claimed for income tax purposes, while another 
deduction or portion is taken for estate tax purposes.*® In order 
to claim the deduction for income tax purposes, a statement must 
be filed in duplicate to the effect that the items have not been 
allowed as a deduction from the gross estate of the decedent and 
that all rights to have such items allowed at any time as deductions 
for estate tax purposes have been waived. Allowance of a deduc- 
tion in computing an estate’s taxable income is not precluded by 
claiming a deduction in the estate tax return, so long as the estate 
tax deduction is not finally allowed, and the statement is filed. 
After a statement is filed claiming the deduction for income tax 
purposes, however, that item can not thereafter be allowed as a 
deduction for estate tax purposes; the waiver operates as a relin- 
quishment of the right to have the deduction so allowed at any 


time.?° 


Thus, all items should be claimed in the estate tax return. 
If subsequent computations indicate that deduction for income 
tax purposes would produce a better result, the statement electing 
such treatment should be filed. 

If computations indicate that administration expenses and 
losses should be used to reduce the value of the taxable estate, 
timing of transactions is not important. However, if a better result 
can be obtained by claiming such deductions against taxable 
income, losses should be accelerated or postponed, and adminis- 
tration expenses paid at such times as will provide the maximum 
benefit. 

Medical expenses of the decedent, which are paid by his estate 
during the one-year period following the day of his death, may 
be considered as paid by the decedent at the time the services were 
rendered and used to reduce decedent’s taxable income. Alterna- 
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tively, they may be considered to be a debt of the decedent, thus 
reducing his taxable estate. If such expenses are used to reduce 
taxable income, a statement similar to that required for adminis- 
tration expenses and losses must be filed. 

Although executor’s fees are deductible as an administration 
expense of the estate, and may be used either to reduce the taxable 
estate for estate tax purposes or to reduce taxable income for 
income tax purposes, such fees represent compensation for services 
rendered and are taxable as ordinary income to the recipient. A 
bequest’ under a will does not, of course, have any effect on the 
taxable estate; but the recipient does not have to pay any income 
tax on the amount received.*° Where a taxpayer is both the sole 
beneficiary of an estate and the executor, computations should be 
made to determine the best way of handling the executor’s fees. 
If the top income tax bracket of the executor is higher than the 
top estate tax or income tax bracket of the estate, the executor 
should waive his fees. If more taxes can be saved by taking a 
deduction in the income or estate tax return, the executor should 
collect his fees and pay income taxes on them. If a testator wants 
a wealthy friend to serve as executor and be compensated for so 
acting without incurring any income tax liability, he can leave him 
a bequest in his will in lieu of executor’s commissions. If the will 
provides that the friend will receive this bequest merely by quali- 
fying as executor, whether or not he so acts, there should not be 
any income tax on the amount received.*! Of course, the testator 
would be sacrificing the deduction for estate tax purposes. 

Since an estate is a new taxable entity, it may choose any 
fiscal vear it wishes; such year, of course, must end not more than 
12 months from the end of the month prior to the date of the 
death of the decedent. The time and amounts of the distributions 
which a beneficiary must include in his income tax return are 
based on the estate income and distribution during the taxable 
vear of the estate ending within or with his taxable year. For 
example, a testator dies on June 6, 1958. The estate chooses a 
fiscal vear ending each May 31st. In December, 1958, the estate 
makes a distribution of $20,000 to a calendar year beneficiary; and 
in July, 1959, another $25,000 is distributed to the same bene- 
ficiary. The estate income tax returns for the fiscal years ended 
May 31, 1959, and May 31, 1960, report income taxable to the 
estate of $50,000 each year. The beneficiary does not include any 
distribution in his 1958 return; in 1959 he reports $20,000. If no 
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further distributions are made by the estate during its fiscal vear 
ended May 31, 1960, the beneficiary will report the $25,000, 
received in 1959 in his 1960 return. Careful selection of a fiscal 
vear for the estate can postpone the income tax on distributions 
to a beneficiary for a full year. Moreover, if the beneficiary's 
income fluctuates, the use by the estate of a fiscal vear different 
than that of the beneficiary may enable the executor to time 
distributions to minimize the beneficiary’s tax without increasing 
the estate’s income tax. 

There is another income tax problem which arises during the 
administration of the estate that should be considered by the 
testator when he draws his will. General legacies payable to a 
specific beneficiary can take either of two forms, 1.e., a fixed dollar 
amount or a percentage of the residuary estate. While an estate 
ordinarily does not realize income by distributing assets to legatees 
in kind, an estate does realize income by payment of a bequest 
of a fixed dollar amount with property which has appreciated in 
value.** Generally speaking, a percentage bequest is preferable 
from an income tax viewpoint. However, the testator’s desires 
with respect to whether the legatee or the estate should bear the 
risk of depreciation, or have the hope of appreciation, of assets 
should be the determining factor in the selection of the type of 
bequest provided in the will. 

Regardless of whether fixed dollar or percentage bequests are 
provided, the executor should be given the right to satisfy all 
bequests by distributions in cash or in kind. Such a provision will 
enable the executor to weigh the relative tax brackets of the estate 
and the legatees, and to make such distributions as will produce 
the least income tax for the group. For example, if certain assets 
have depreciated in value, the executor can either (1) sell them and 
take the losses in the estate or (2) distribute them in satisfaction 
of percentage bequests and permit the legatees to realize the losses, 
depending upon where the losses will produce the greatest tax 
saving.** 

One of the most valuable tools of the estate planner is the 
inter vivos gift. The gift tax rate is 75 per cent of the estate tax 
rate, and both taxes are applied at graduated rates. Thus, gifts 
which are taxed at the lowest gift tax rate come out of the top 
estate tax bracket. In addition, every individual has a $30,000 
lifetime exemption; and gifts not in excess of $3,000 to any one 
donee in any taxable year are not taxable gifts, unless they are 
gifts of future interests, as to which no exclusion applies. By 
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taking advantage of these factors, an individual can reduce sub- 
stantially his estate taxes by following a carefully prepared plan 
for the disposition of a portion of his property during his lifetime. 
Any plan for giving should give consideration to the income tax 
aspects of the situation, particularly in relation to the selection of 
the property to be disposed of by gift. 

When property is received by inheritance, the basis of the 
property to the recipient is the fair market value at the date of 
death (or alternate valuation date, if applicable).*° When property 
passes by gift, the basis to the donee is the basis to the donor 
increased by the amount of the gift tax paid with respect to the 
gift (but not more than fair market value). If the donor’s basis 
exceeds fair market value on the date of the gift, for the purpose 
of determining loss on any future disposition of the property, the 
donee’s basis is fair market value.*° The provision permitting the 
addition of gift tax to basis applies to all gifts made after Septem- 
ber 2, 1958 (the date of enactment of the Technical Amendments 
Act of 1958) and to all gifts made prior thereto to the extent that 
the subject matter of such gifts has not been sold, exchanged, or 
otherwise disposed of, prior to that date. 

Thus, when property which has appreciated in value is the 
subject matter of a gift, the donor must pay a gift tax based on 
the fair market value on the date of the gift; but the donee’s basis 
is only the donor’s basis plus the gift tax paid. On a subsequent 
sale of the property by the donee, he will incur capital gains tax on 
the difference between the fair market value and this low basis. 
If, on the other hand, the property had passed at death, the donee 
would have had a “stepped up” basis equal to the fair market 
value on the date of death. Therefore, the first rule to be kept in 
mind is that in making gifts, property should be given which has 
not substantially appreciated in value.” Property with substantial 
appreciation should be retained for testamentary disposition. On 
the other hand, if property has depreciated in value, the donee 
will not be entitled to deduct the loss for income tax purposes 
when he sells the property. Therefore, property which has depre- 
ciated in value, so that a tax loss will result from its sale, should 
be sold to an unrelated purchaser. This will permit the donor to 
deduct the loss on the sale; he can make a gift of the proceeds of 
sale, instead of the property. 

When formulating a co-ordinated family plan, the income tax 
brackets of donor and donees are an essential factor to be taken 
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into account, particularly if the donor has a long life expectancy. 
When a donor in a high tax bracket makes a gift of income pro- 
ducing property to a member of his family, or a trust, in a lower 
tax bracket, he reasonably may assume that the family will recoup 
the gift tax cost out of future income tax savings. The transfer 
of such income producing property has the two-fold effect of pre- 
venting the income therefrom from accumulating in the estate, 
thus increasing the ultimate estate tax, and of reducing the over-all 
income tax burden of the family group. It therefore is advisable 
not to make gifts of wasting, depreciating, or deteriorating assets; 
such assets produce tax deductions in the nature of depletion, 
depreciation, and amortization which are more valuable to high 
bracket taxpayers. For example, if an individual has a choice of 
giving a royalty which produces $20,000 per year in oil runs and 
some corporate bonds which produce $20,000 per vear in interest, 
and the donor is in a substantially higher tax bracket than the 
donee, the royalty should be retained and the bonds used as the 
subject matter of the gift. While the gross receipts are the same 
in each case, the interest is fully taxable; but only 72!5 per cent 
of the oil runs is subject to tax due to the 2714 per cent depletion 
allowance. Before any selection is made of property to be given, 
careful calculations should be made of the probable income tax 
effects, giving consideration to the income tax brackets of the donor 
and donees, and the nature, income tax basis, and probable ulti- 
mate disposition of all assets available for gifts. 

There can be no ready-made estate plan. Each plan must be 
tailored to fit the wishes of the individual concerned and the needs 
and circumstances of him and his family or other dependents. 
Variations of these factors are endless. Considerations other than 
tax saving often are equally important and may predominate. The 
first requisite of any estate plan is the obtaining of competent and 
experienced advice. After a plan has become effective, it should 
be reviewed frequently and, whenever necessary, revised to con- 
form with changes in the family situation, and with changes and 
developments in the tax, trust, and estate laws. From inception, 
and through each revision, both income tax and death tax savings 
should be co-ordinated to produce the maximum combined benefit .** 


CITATIONS 
1. See general discussion of income tax planning in Federal Estate and 


Gift Taxes, Lowndes and Kramer, Prentice-Hall, Inc., 1956, page 944 et. seq. 
2. 1954 I.R.C. Sec. 1. 


98 


Income Tax Aspects of Estate Planning 


3. How to Plan for the Income of an Estate, Friedman & Michaelson, 
J. K. Lassar’s Estate Tax Techniques, page 1541. 

4. I.R.C. Sec. 305. 

5. I. R. C. See. 2503(b). 

6. I.R.C. Sec. 2513(a). 

7. I.R.C. See. 2502(a). 

8. I.R.C. Sec. 652. 

9. I.R.C. See. 651. 

10. Regulations Sec. 1.673(a)—1. 

11. Regulations Sec. 1.673(b)-1. 

12. Regulations Sec. 1.673(d)-1. 

13. Revenue Ruling 58-242, I.R.C. 677(a)(2). 

14. Revenue Ruling 58-455. 

15. Regulations Sec. 25.2512-5. 

16. Actuarial Values for Estate and Gift Tax, published by United States 
Government Printing Office, Washington, D. C. 
7. L. R. B. & M. Journal Tax Supplement, Vol. 4, No. 1. 
18. H. R. 8381 as passed by House of Representatives. 


19. Report of the Committee on Finance, U. S. Senate on H. R. 8381; 
July 28, 1958. 

20. Mills List of Substantive Unintended Benefits & Hardships, item 26. 

21. Revised First Report on Estates, Trusts, Beneficiaries and Decedents 
dated November 22, 1957, published by United States Government Printing 
Office, Washington, D. C. 
22. I.R.C. Sec. 666(a); Reg. 1.665-1. 
23. Regulations 1.641(b)-3. 

24. Income Taxation of Estates & Trusts, Arthur Michaelson, Practicing 
Law Institute. 

25. Technical Amendments Act of 1958, Sec. 6166. 

26. I.R.C. Sec. 642(g). 

27. IR.C. Sec. 2053 and 2054. 

28. Regulations Sec. 1.642(g)-2. 

29. Regulations Sec. 1.642(g)—1. 

$0. I.R.C. Sec. 102. 

31. Note 30 supra. See also Bank of New York et al., exec. of Demarest 
v. Helvering, 132 F (2d) 773. 

32. Com. v. Brinckerhoff, 168 F (2d) 436; Kenan, Jr. v. Com., 114 F (2d) 
217. 

33. Note 3 supra. 

34. I.R.C. Sec. 2503(b). 

35. I.R.C. Sec. 1014. 

36. I.R.C. Sec. 1015 as amended by Technical Amendments Act of 1958, 
Sec. 43. 

37. Montgomery's Federal Tazes, 36th Edition, page 17.13. 

36. Fééd.,. Pt.. 17. 


99 








LYBRAND JOURNAL 


Recent Library Acquisitions 


By Dorothy Kasman (New York Office) 


Ankers, Raymond G. Opportunities in accounting. Vocational 
Manuals. 1958. 


Guidance 


Brink, Victor Z. and Cashin, James A. Internal auditing. Ronald Press. 1958. 


Bronson, Dorrance C. Concepts of actuarial soundness in pension plans: 
Richard D. Irwin. 1957. 


Casey, William J. Mutual funds and how to use them. Institute for Business 
Planning. 1958, 1959. 


Dun & Bradstreet million dollar directory. Dun & Bradstreet. 1959. 


Greenfield, Harvey and Griesinger, Frank K. Sale-leasebacks and leasing in 
real estate and equipment transactions. McGraw-Hill Book Co. 1958. 


Gutkin, Sydney A. and Beck, David. Tax evasion vs. tax avoidance. Ronald 
Press. 1958. 


Hall, Sir Noel Frederick. The making of higher executives: the modern chal- 
lenges. School of Commerce, Accounts, and Finance, New York Uni- 
versity. 1958. 


Heiser, Herman C. Budgeting, principles and practice. Ronald Press. 1959. 


Heyel, Carl. Appraising executive performance. American Management 
Association. 1958. 


Hills, George S. The law of accounting and financial statements. Little, 
Brown & Co. 1957. 


Income tax differentials. Symposium conducted by The Tax Institute, 
November 21-22, 1957. The Tax Institute. 1958. 


Irving, Robert H., Jr. and Draper, Verden R. Accounting practices in the 
petroleum industry. Ronald Press. 1958. 


Leffler, George L. The stock market. 2nd ed. Ronald Press. 1957. 
Maclean, Joseph B. Life insurance. 8th ed. McGraw-Hill Book Co. 1957. 


May, Florence A. and Klingman, Herbert F. Whole-dollar accounting. 
Controllership Foundation. 1957. 


Office management handbook. 2nd ed. Ronald Press. 1958. 


100 


Recent Library Acquisitions 


Paton, William A., Jr. A study in liquidity; the impact of inflation on mone- 
tary accounts. Bureau of Business Research, School of Business Admin- 
istration, University of Michigan. 1958. 


Peloubet, Sidney W. and Heaton, Herbert. Integrated auditing. Ronald 
Press. 1958. 


Rohrlich, Chester. Organizing corporate and other business enterprises. 3rd 
ed. Matthew Bender & Co. 1958. 


Schindler, James S. Quasi-reorganization. Bureau of Business Research, 

School of Business Administration, University of Michigan. 1958. 
Status of bonds under federal income and state taxes; directory of coupon 
paying agents. Standard & Poor’s Corporation. 1959. 


Taggart, Herbert F. Cost justification. Bureau of Business Research, School 
of Business Administration, University of Michigan. 1959. 


Terms used in international trade and payments and national accounts 
English-French, French-English. Glossary and definitions. Organisation 
for European Economic Co-operation. 1958. 


Texas Technological College Tax Conference. Proceedings, October 1958. 
The Tobé lectures in retail distribution at the Harvard Business School. 2nd 
series, 1957-58. Graduate School of Business Administration, Harvard 


University. 1959. 


Trueblood, Robert M. and Cyert, Richard M. Sampling 


techniques in 
accounting. Prentice-Hall. 1957. 


U.S. income and output. Office of Business Economics, U. 5S. Department of 
Commerce. 1958. 


10] 









































Date 
Jan. 


oO 


~] 


16 


16 


16 


LYBRAND JOURNAL 


Speaker 


Sherman L. Harper, 
Los Angeles 


Robert W. Davis, 
Cincinnati 

T. W. McKibben, 
Tulsa 

Joseph E. Tansill, 
Chicago 

J. Walker Voris, 
Los Angeles 


James P. Colleran, 
Cleveland 


Francis A. Gallagher 


J. Warren Rowland 
Rockford 


Lambert H.Spronck, 


San Francisco 
Eugene F. Warren, 
Cincinnati 
Fred Boas, Jr., 
M.S.R. & C.D. 
Louis S. Sorbo, 
Louisville 


James E. Meredith, Jr., 


Philadelphia 
Louis S. Sorbo, 
Louisville 
Roy H. Webster, 
Seattle 


James P. Colleran, 
Cleveland 


James E. Meredith, Jr., 


Philadelphia 


Norman E. Auerbach, 


New York 


R. K. Stafford, 
Tulsa 

Herbert W. Bader, 
New York 

Bill Goodner, 
Birmingham 

James Neely, Jr., 
Boston 

Harry J. Spellman, 

Philadelphia 


Organization 


California Society of C.P.A.s, 
Los Angeles Chapter, 
Technical Discussion Luncheon 

Cincinnati Association of Credit 
Men, Credit Club Luncheon 

Systems & Procedures 
Association 

The Michiana Control, Controllers 
Institute, South Bend 

Systems & Procedures Association, 
San Fernando Valley Chapter, 
Los Angeles 

Fairview Park Kiwanis, 
Fairview Park, Ohio 

Illinois Society of C.P.A.s, 
Northern Chapter, Rockford 


N.A.A., Sacramento Chapter 


Ohio Society of C.P.A.s, Cincinnati 
Chapter, Dinner Meeting 
N.A.A., Williamsport Chapter 


Jeffersontown Optimists Club, 
Jeffersontown, Ky. 
N.A.A., Dallas Chapter 


Jeffersontown Rotary Club 

Jefferstontown, Ky. 

National Machine Accountants 
Association and National Office 
Management Association, Seattle 

N.A.A., Erie Chapter 


N.A.A., Birmingham Chapter 


New York State Society of 
C.P.A.s, Richmond County 
Chapter 

Insurance Women of Tulsa 


American Management 
Association, New York 

American Society of Accountants 
Birmingham Chapter 

Bentley School of Accounting and 
Finance 

Men’s Club, Blessed Virgin Mary 

Church, Darby, Pa. 


Speaking Engagements 


Topic 


Declarations of Estimated Taxes 


Weighing the Financial 
Statement 
The C.P.A. Audits Systems 


The 1958 Code Changes 


Making a Survey for the Justifica- 
tion of Electronic Data Pro- 
cessing Equipment 


Federal Income Taxes 


Panel discussion—Recent Devel- 
opments in Federal Income 
Taxes 


Planning and Decisions 
Federal Income Tax 


Streamlining Accounting 
Procedures for Automation 
Income Taxes 


Direct Costing 
Incomes Taxes 


Auditing Machine Accounting 
Systems 


Future Trends in Federal Income 
Taxation 
Direct Costing 


Pseudo-Corporation 


Income Tax Deductions for 
Individuals 

Appraisal and Comparison of 
E.D.P. Facilities 

Federal Income Taxes 


Electronic Data Processing and 
the Graduate Accountant 


Individual Income Taxes 


Ja 
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Date Speaker 

Jan. 

26 Harold F. Wilber, 

Los Angeles 

27 John J. Fox, 
Detroit 

27 Demars B. Paquin, 
Chicago 


8 Michael Shegda, 
M.S.R. & C.D. 
{0 T. W. McKibben 
31/ H. O. Reyburn 
M. B. T. Davies 


Tulsa 

Feb. 

1 John J. Fox, 
Detroit 


2 Robert S. Haas, 
Philadelphia 
John W. Conrad, 
Chicago 
4 Louis S. Sorbo, 
Louisville 
William R. Hindman, 
Louisville 


5 Demars B. Paquin, 
Chicago 

9 J. K.S. Arthur, 
Dallas 

10 Michael Shegda, 
M.S.R. & C.D. 

11 J. Dudenhoffer, 
St. Louis 

11 Mark E. Richardson, 

New York 


12 Keith A. Carabell, 
Detroit 

12 Tibor Fabian, 
M.S.R. & C.D. 

16 J. K.S. Arthur, 
Dallas 

16 Tibor Fabian, 
M.S.R. & C.D. 

17 Richard L. Denney, 
Hartford 

17 Fred C. Dennis, 
Cincinnati 


17 William W. Ragsdale, 


Jr., Birmingham 


Organization 


California Society of C.P.A.s, 
Los Angeles Chapter, 
Technical Discussion Luncheon 

National Crushed Stone 
Association, Miami 

National Machine Accountants 
Association, Southern Wisconsin 
Chapter, Madison 

National Machine Accountants 
Association, Boston Chapter 

Seminar in Advanced Manage- 
ment, University of Tulsa 


Television Program Sponsored by 
the Internal Revenue Service 
and the N.A.A., Detroit 

Vocational Guidance Clinic, 

Upper Darby Senior High School 

University of South Dakota 


Jefferson County Pharmaceutical 
Society, Louisville 

National Society for Business 
Budgeting, Louisville Chapter 


N.O.M.A., Rockford Chapter 


Texas Society of C.P.A.s, Dallas 
Chapter, Ethics Committee 
Systems & Procedures 
Association, Boston Chapter 
Logan College 


Joint Meeting of Pittsburgh Chap- 
ter of N.A.A. and Pennsylvania 
Institute of C.P.A.s, Pittsburgh 

Richmond High School 


Systems and Procedures 
Association, Philadelphia Chapter 

Texas Society of C.P.A.s, Dallas 
Chapter, Ethics Committee 

Harvard Business School Club of 
Philadelphia, Pa. 

N.A.A., Bridgeport Chapter 


The Xavier University Accounting 
Society 
Shades Valley High Schooi 


Speaking Engagements 


Topic 


Panel Discussion 
Returns 


Corporation 


Panel Discussion—The Crushed 
Stone Accounting Manual 

How Management Should Use the 
Machine Accountant 


Problems of Programming Large- 
Scale E.D.P. Systems 

The President as a Creator of 
Profits 


Federal Income Taxes 


Accounting as a Career 
An Accounting Career 
Incomes Taxes 


The Growth of Management Serv- 
ices by C.P.A.s and the Probable 
Effect on Budgeting 

Budgeting Office Costs 


Professional Ethics: Its Rules and 
Some Current Problems 
Systems and E.D.P. 


Business Procedures 


What’s New in Federal Taxes 


Basic Duties of the C.P.A. 
Systems for Decision 


Professional Ethics as Related to 
the Accountant’s Opinion 
Executive Decision Games 


Current Highlights of Federal 
Income Taxation 

Panel Discussion—A Career in 
Public Accounting 

Careers in Accounting 
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Date Speaker 


Feb. 


17 Mark E. Richardson, 


New York 
17 Stanley C. Simon, 
Dallas 


18 Albert E. Hunter, 
Boston 


18 Samuel F. Mirandy, 
New York 


19 William G. Casey 


19 Lambert H. Spronck, 


San Francisco 
20 Leo V. Tinkham, 
Chicago 


20 Paul D. Yager, 
Washington 

23 Donald E. Beattie, 
Dallas 

23 Howard N. Smith 
Boston 


24 Paul D. Yager, 


Washington 
25 Norman A. Bolz, 
Detroit 
25 M.B. T. Davies, 
Tulsa 


25 Sherman L. Harper, 
Los Angeles 


25 Ralph P. Kulzer, 
Pittsburgh 
27 Frank P. Smith, 
New York 
Robert S. Warner, 
Los Angeles 


te 
~ 


Mar. 
2 Sherman L. Harper, 


Los Angeles 


Herman C. Heiser 
4/ Felix Kaufman 

M.S. R. & C. D. 
3. A. G. Gillum, 
Tulsa 


3 Kenneth P. Johnson, 


Pittsburgh 


Organization 


N.A.A., Cedar Rapids Chapter 
N.A.A., San Antonio 


Debate— Boston College and Bos- 
ton University, sponsored by 
N.A.A. Mr. Hunter served as 
a judge. 

N.A.A., Brooklyn Chapter 


N.A.A., Ridgeway Sub-Chapter of 
Pittsburgh Chapter, 
St. Mary’s, Pa. 

Beta Alpha Psi Fraternity, 
University of California 

20th Annual Midwest Food 
Manufacturers and Allied Lines 
Credit Conference, Chicago 

Alabama Society of C.P.A.s, 
Birmingham Chapter 

Texas Society of C.P.A.s, Dallas 
Chapter, Ethics Committee 

Work Shop of the Eastern Associ- 
ation of College and University 
Business Officers, New York 

Baltimore Control, Controllers 
Institute 

Wayne State University’s ‘‘1959 
Careers Confab’’ 

University of Wisconsin, 
Management Institute 

California Society of C.P.A.s, 
Los Angeles Chapter, Technical 
Discussion Luncheon 


Television Program— Pittsburgh 


N.A.A., Tulsa Regional 
Accounting Conference, Tulsa 

Beta Alpha Psi, University of 
Southern California 


California Society of C.P.A.s, 
Los Angeles Chapter, Technical 
Discussion Luncheon 

American Management Associa- 
tion’s Fifth Annual Electronics 
Conference, New York 

Tulsa Ministerial Alliance 


“Career Day,’’ Peabody High 
School, Pittsburgh 


Topic 


Current Tax Developments 


How to Use Close Corporation in 
Estate Planning 

“Resolved—-That a Profit-Sharing 
Plan Promotes Efficiency.”’ 


Tax Problems of the Corporate 
Official 

Management Uses of Direct 
Costing 


The Scope of Management 
Services 

Financial Statements and Credit 
Safeguards 


Federal Tax Ruling Procedure 


Professional Ethics as Applied to 
Management Services 

Punch Card Accounting in the 
Small College 


Federal Tax Ruling Procedure 
Public Accounting as a Career 


Developing a Profit Improvement 
Program 

Important Points on Declarations 
of Estimated Taxes for 
Individuals 

Accounting for You 


The Accountant and His 
Managerial Future 

Personal Development Through 
Public Accounting 


Important Points on Declarations 
of Estimated Taxes for 
Individuals 

The Evolving Character of E.D.P. 
Equipment— How the Manufac- 
turers are Meeting the Challenge 

Tax Problems of Ministers 


Accounting as a Career 


M 
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Date 
Mar. 
John J. Fox, 


4 
t 


16 


16 


Speaker 


Detroit 


G. W. Welsch, 


Dallas 


Herbert G. Bowles, 
Los Angeles 


M. B. T. Davies, 
Los Angeles 

Kenneth J. Mutzel, 
Philadelphia 


Michael Shegda, 
M.S. R. & C. D. 


James J. Mahon, Jr., 


Philadelphia 


Demars B. Paquin, 
Chicago 


John J. Fox, 
Detroit 


Raymond E. Graichen, 


Philadelphia 


James E. Gelbert, 
Pittsburgh 


J. Walker Voris, 
Los Angeles 

G. W. Welsch, 
Dallas 


Jerome Halperin, 
Detroit 


T. W. McKibben, 


Tulsa 


Margaret W. Nally, 


New York 


Robert W. Davis, 
Cincinnati 

J. Wesley Huss, 
San Francisco 

Demars B. Paquin, 

Chicago 





Organization 


Joint meeting of the Detroit Chap- 
ter and the Motor City Chapter 
of the Systems and Procedures 
Association, Detroit 

Meeting of High School and 
College Teachers Sponsored by 
Internal Revenue Service, 
Southern Methodist University 

California Society of C.P.A.s, 

Los Angeles Chapter, Dinner 
Meeting. Mr. Bowles served as 
Chairman 

Tax Executives Institute, 

San Francisco Chapter 

Agent’s Association of The 
Equitable Life Assurance 
Society of the United States 

Systems & Procedures Association, 
St. Louis Chapter 

Local and State Leaders in Labor 
and Business Management in 
Pennsylvania, Philadelphia 

National Machine Accountants 
Association, Northern Illinois 
Chapter, Joliet 

Initiation Meeting of Beta Alpha 
Psi Fraternity, University of 
Detroit 

Television Program Sponsored by 
the Internal Revenue Service, 
Philadelphia 

Pittsburgh Life Insurance and 
Trust Company 


National Machine Accountants As- 
sociation, Los Angeles Chapter 
Texas Accounting and Financial 
Council of The American Truck- 
ing Association, Dallas 

The Business and Industrial Man- 
agement Center, Kalamazoo 
College 

American Society of Women 
Accountants 

Joint Meeting of the N.A.A., 
Long Island Chapter, and 
National Secretaries Association 

McMillan Lodge, F. & A. M., 
Cincinnati 

Joint C.P.A.-Banker Dinner 
Meeting, Salinas 

National Machine Accountants As- 

sociation, San Francisco Chapter 


Speaking Engagements 
Topic 


Panel Discussion—The Evolution 
of the Systems Man in 
Management 


Teaching Taxes 


The Tax Management Function 


The Self-Employed Individuals’ 
Retirement Act of 1959 


Problems of Planning a Large 
E.D.P. System 

Pennsylvania’s Industry Tax 
Climate 

Data Processing- Dead Weight 

or Opportunity 


Developments in Public 
Accounting 


Deadline—April 15th 


Your 
of the 


Customers 
1958 Tax 


Potentials for 
Arising Out 
Amendments 

Evaluating Proposals for an 
E.D.P. System 

Technical Amendments Act of 
1958 : 


Taxation for Smaller Business 


Electronics in Business 


Women in the Accounting World 


Taxes and You 
Areas of Cooperation Between 
Bankers and C.P.A.s 


Professionalization of the Machine 
Accountant 
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Date 
Mar. 


18 Abner J. Starr, 
Cincinnati 


Speaker 


18\ Herman C. Heiser 
20/ Felix Kaufman 
Michael Shegda 
Tibor Fabian 
M.S. R. & C. D. 


20 Felix Kaufman, 
M.S. R.& C.D. 
23 LewisA.G. Martorano, 
Philadelphia 
24 R. K. Batzer, 
New York 


24 Demars B. Paquin, 
Chicago 


ou 


Herman Stuetzer, Jr., 
Boston 


to 


26 Demars B. Paquin, 
Chicago 


30 Francis A. Gallagher, 
Rockford 

31 James J. Mahon, Jr., 

Philadelphia 


Organization 


Ohio Society of C.P.A.s, Cincin- 
nati Chapter, Luncheon Meeting 


American Management 
Association’s Orientation 
Seminar, Chicago 


Systems & Procedures Association, 
Northern California Regional 
Conference, San Francisco 

Systems & Procedures Association, 
Baltimore 

Institute of Internal Auditors, 
New York Chapter 


National Machine Accountants 
Association, Rochester Chapter 

Television Program Sponsored by 
the Massachusetts Society of 
C.P.A.s, Boston 


National Machine Accountants 


Association, Penn-York Chapter, 


Bradford, Pa. 
Estate Planning Council, Rockford 


The Philadelphia National Bank, 
Philadelphia 


Topic 


Panel Discussion— Requirements 
Under The Welfare and Pension 
Plans Disclosure Act 

E.D.P. for Top Exeuctives 


Accomplishments and Failures in 
Computer Experience 


Surveys and Presentation of 


Findings 
Coordination Between Internal 
Auditor and the Independent 


Public Accountant 
The Machine Thinks 
Panel Discussion—— Massachusetts 
State Taxes 


The Relationship of Supervisor to 
Management 


Recent Federal Income Tax 
Developments 

Pennsylvania‘s Industry Tax 
Climate 
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Notes 


INTERNATIONAL FIRM 


The address of the new office in Accra, which was mentioned in 
the first number of the 1959 Journal, and two other offices recently 
opened in Africa, are as follows: 


Coopers & Lybrand Coopers & Lybrand 

Kwame Nkrumah Avenue Permanent House 

P. O. Box 55 P. O. Box 465 

Acera, Ghana Bancroft, Northern Rhodesia 


Central Africa 
Coopers & Lybrand 
t/5 Providential Buildings 
(P. O. Box 311) 
Allan Wilson Street 
Fort Victoria, Southern Rhodesia 
Central Africa 


BIRMINGHAM 


Mr. Bill Goodner is serving as a member of the Jomt Tax Clinic 
Committee of the Alabama Society of C.P.A.’s and the Alabama 
Bar Association. He was also a member of a joint tax panel tele- 
vision show of the Birmingham Chapter of the Alabama Society 
of C.P.A.’s and the Internal Revenue Service. 

The following members of the Birmingham Office staff have 
successfully completed the C.P.A. examination: 

Harold H. Rabren John F. Silton 
Mickey E. Wehby 


BOSTON 


Mr. J. Paul Finnegan has been appointed a member of the Advisory 
Committee of the Town of Scituate, Mass. 

Mr. Joseph B. Fyffe has been elected a member of the Town 
Meeting for the Town of Wellesley, Mass. He has also been 
re-elected as a director for one year of the Harvard Musical 
Association. 

Mr. Higbee has been appointed to the Capital Outlay Com- 
mittee of the Town of Hingham. 

Mr. Roger I. Lee, Jr., is a member of the Program Committee 


~ 


of the Massachusetts Society of C.P.A.’s. 
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Mr. Roderick K. MacLeod has been appointed a member of 
the Board of Directors of the Hingham Taxpayer’s Association. 

Mr. Charles R. McCready served in February on a panel of 
the Maine Society of C.P.A.’s in Portland. The subject of the 
panel discussion was *“The Audit of Inventories.” 

Mr. Francis E. Moore was Chairman of the Conference Com- 
mittee of the spring meeting of the National Machine Accountants 
\ssociation, held in the Harvard Graduate School of Business 
Administration on March 30. 

Mr. James Neely, Jr. has been elected a member of the Town 
Meeting for the Town of Milton, Mass. 

Mr. Stuetzer, Jr. was re-elected in January as a trustee of the 
Institution for Savings in Roxbury. He has also been elected 
Regional Vice President of the Cornell University Alumni Fund 
for the Class of 1931. 

Mr. William R. Wilson has been re-elected for a one-vear term 
as Selectman of the Town of Wrentham, Mass. 


CHICAGO 
Mr. Tinkham is serving for the vear 1959-1960 as Auditor of the 
Illinois Society of C.P.A.’s. 

Mr. Wabel has been re-elected Secretary of the Board of 
Governors of the Community Chest of Oak Park and River Forest, 
and served as Chairman of the Annual Meeting Committee of the 
Community Chest. 

The following members of the Chicago Office staff have suc- 
cessfully completed the C.P.A. examination: 


Ronald Z. Domsky Arthur T. Jones 
William H. Vrba 


CINCINNATI 
Mr. Robert W. Davis served as Chairman of the April dinner 
meeting of the Cincinnati Chapter of the Ohio Society of C.P.A.’s. 
Mr. Raymond J. Leisner is serving as instructor of a course in 
EDP, in the Evening Division of Xavier University, and has been 
elected a Director of the Cincinnati Chapter Systems and Pro- 
cedures Association of America. 


CLEVELAND 
The following members of the Cleveland Office staff have success- 
fully completed the C.P.A. examination: 
Robert E. Auer Dexter A. Rolla 
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Mr. John P. Buleza has been elected President of the First 
C.P.A. Toastmasters Club of Cleveland. 

Mr. Padgett has been appointed Chairman of the Program 
Committee of the Cleveland Chapter of the Ohio Society of 
C.P.A.’s and has been elected Treasurer of the Garfield Memorial 
Church. 


DALLAS 


Mr. Stanley C. Simon is a member of the Legal and Endowment 
Committee of the Dallas Community Chest Trust Fund Advisory 
Council, and a member of the Advisory Council of the Dallas 
Community Chest Trust Fund. He was also a panel member in 
two March meetings of the Taxation Committee of the Dallas 
Chapter of the Texas Society of C.P.A.’s. 

Mr. Welsch was moderator of two panel discussions in March 
of current income tax problems of the Dallas Chapter of the Texas 
Society of C.P.A.’s. He was also Chairman of a meeting in 
February at which 100 representatives of the Internal Revenue 
Service were guests of the Dallas Chapter of the Texas Society of 
C.P.A.’s. Mr. Welsch served as Dallas Chapter Chairman of the 
International Cost Conference held in New York in June and is a 
member of the Program Committee for the Sixth Annual Institute 
on Taxation to be held in September. This Institute is sponsored 
by the Texas Society of C.P.A.’s and the University of Houston. 

Mr. Welsch and Mr. Donald E. Beattie attended the Regional 
Cost Conference of the N.A.A. held in Tulsa in February. 

The following members of the Dallas Office staff have success- 
fully completed the C.P.A. examination: 


Donald E. Beattie Carroll W. Phillips 


DETROIT 


Mr. Fox participated in March in a panel discussion on the subject 
of “The Evaluation of the Systems Man in Management” at a 
Joint Meeting of the Detroit Chapter and the Motor City Chapter 
of the Systems and Procedures Association of America. Mr. Fox 


has also been elected an honorary member of the Alpha Xi Chapter 
of Beta Alpha Psi, University of Detroit. 

The following members of the Detroit Office staff have success- 
fully completed the C.P.A. examination: 
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Donald R. Burry Jack D. Sharland 
Raymond K. Christensen Robert P. Suchyta 
Robert G. Decraene Allan Wear 


Mr. Joseph E. Connell and Mr. Ronald W. Woods have completed 


requirements for the Certificate of Examination. 


HARTFORD 


Mr. John R. Berthoud has become a member of the American 
Accounting Association and the Southern New England Chapter 
of the Institute of Internal Auditors. 


LOS ANGELES 


Mr. Edwin B. Cassidy is an associate member of the Municipal 
Finance Officers Association. 

Mr. M. B. T. Davies has been appointed to the subcommittee 
on “Management Type Auditing in the Banking Industry” of the 
National Research Committee of the Institute of Internal Auditors. 

Mr. James F. Falls, Jr. has been appointed a Vice President 
for one year and a member of the Board of Trustees for three 
years of the Church of Religious Science, Burbank, Calif. 

Mr. Victor L. Liotta is a member of the Institute of Internal 
Auditors. 

Miss Madonna E. Newburg is a member of the American 
Women’s Society of C.P.A.’s. 

Mr. James M. Nicolai has been appointed Chairman of the 
Traffic and Transit Committee and also of the C.P.A. Accounting 
Committee of the Los Angeles Junior Chamber of Commerec for 
1959-1960. 

Mr. Richard W. Russell is a member of the American Institute 
of Hospital Accountants. He is also serving a one-year term as 
Vice President of the First Christian Church of North Hollywood. 

Mr. Robert S. Straith has been elected Vice President of the 
San Fernando Valley Chapter of the Systems and Procedures 
Association for the year 1959-1960. 


LOUISVILLE 


Mr. Thomas K. Baer served as instructor in Advanced Account- 
ing for the spring semester at Bellarmine College. 

Mr. Glore is again serving as a member of the Campaign Com- 
mittee of the 1959 Heart Fund. 
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Mr. William R. Hindman is a member of the Speakers’ Bureau 
for the Red Cross Campaign for Louisville and Jefferson County 
and is President of the Louisville Toastmasters’ Club. 


NEW YORK 


Mr. Bardes has been appointed a member of the Taxation Com- 
mittee, National Association of Manufacturers for 1959. 

Mr. Batzer is a member for one year of the Government 
Economy Committee of the National Association of Manufacturers. 

Mr. Elfers is a member of the Board of Directors of the South 
Nassau Communities Hospital. 

Mr. Fernald is a member of the Tax Committee of the United 
States Council of the International Chamber of Commerce and 
of the Tax Committee of the Mining and Metallurgical Society of 
America. After many years as Chairman of the Tax Committee 
of the American Mining Congress, he has been named an honorary 
member of that Committee. 

Mr. Leighton and Mr. W. A. Mitchell attended the March 
Career Conference at St. John’s University as representatives of 
the New York Society of Certified Public Accountants. 

Mr. Fred W. Replogle has been elected for a three-year term 
to the Council of the Lutheran Church of the Epiphany, Hemp- 
stead, L. I. 

The following members of the New York Office staff have 
successfully completed the C.P.A. examination: 

James B. Alfano, Jr. — Leonard Herz 
Frank G. Beatty Donald M. Sackenoff 
William C. Swift 


PHILADELPHIA 


Mr. Farrand recently conducted an eight-week course in tax prac- 
tice administration for members of the Philadelphia Chapter of 
the Pennsylvania Institute of C.P.A.’s. He is also serving as 
Contributing Editor of The Journal of Accountancy. 

Mr. Raymond E. Graichen was one of the speakers at the 
18th Annual Tax Seminar sponsored by the Pennsylvania State 
University in May. 

Mrs. Mona 8S. Hersh is Chairman of the Publicity Committee, 
Philadelphia Chapter, of the Operations Research Society of 
America. 
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Mr. Harold G. Hunsberger is Chairman of the Citizen’s Advi- 
sory Committee on Property Re-assessment of the Lower Gwynedd 
Township, Montgomery County, Gwynedd, Pa. 

Mr. Righter has been appointed a member of a committee to 
assist the Department of the Auditor General, Commonwealth of 
Pennsylvania, in formulating plans and procedures for the Depart- 
ment’s audit of school districts. 

Mr. Taylor is a member of the Accounting Committee of the 
Philadelphia Chapter of the American Association of Hospital 
Accountants. 

Mr. Zug is Treasurer for 1959 of the Merion Cricket Club of 
Haverford, Pa. 

The following members of the Philadelphia Office staff have 
successfully completed the C.P.A. examination: 


Richard A. Balentine Norman F. Rudderow 
Robert H. Geer Thomas J. Strish 
Roland Hallowell Joseph F. Taricani 
William J. Redmond Joseph H. Weber 


PITTSBURGH 


Mr. James E. Gelbert served on the Planning Committee as 
Seminar Chairman for the 13th Annual Tax Seminar held at 
Pennsylvania State University in May. 





It is with great sorrow that we report the death of Frederick 
M. McHugh on January 12, 1959, at the age of 61. He was 
Secretary and Business Manager for Fred Waring’s Pennsylvanians 
from 1922 until joining our organization on December 29, 1927. 
He received his certificate as a certified public accountant in 
Pennsylvania in 1933 and was a member of the American Institute 
of Certified Public Accountants and the Pennsylvania Institute of 
Certified Public Accountants. 

Fred was one of our most popular supervisors—an excellent 
accountant from whom many on our staff received their first 
instructions and training. He was beloved and respected by all 
his associates and by the many clients he served. He is survived 
by his widow, Laura M. McHugh, to whom we extend our deepest 
sympathy. 
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The following members of the Pittsburgh Office staff success- 
fully completed the C.P.A. examination: 
George W. Gannon Anthony P. Spagnol 
Donald G. Schurman Hf. Martin Westfall 


ROCKFORD 


Mr. Frazee is a member of a special committee on Advanced Pro- 
fessional Study Conferences of the Illinois Society of C.P.A.’s. 
Mr. Louis J. Schaumburg participated in the February Career 
Planning Dinner at Rockford College and also in the Career 
Guidance Program of the Rockford Chamber of Commerce. 
The following partners and staff are members of committees 
of the Rockford Chamber of Commerce: 


Mr. Frazee... National Affairs; Taxation 

Mr. Myers National Affairs 

Francis A. Gallagher. Taxation 

Burton E. Lindgren. Education; Taxation 

J. Warren Rowland | Social Security and 

Louis J. Schaumburg... Unemployment Compensation 


The following members of the Rockford Office staff have suc- 
cessfully completed the C.P.A. examination: 
Burton E. Lindgren Terrence J. McMahon 
Mr. Burton E. Lindgren is to receive a certificate of Honorable 
Mention in recognition of his outstanding achievements in the 
November, 1958, C.P.A. examination. 


SAINT LOUIS 


Mr. Snowden has been appointed a member of the Nominating 
Committee of the Saint Louis Chapter, N.A.A. 


SAN FRANCISCO 





It is with deep sorrow that we report the death of Walter G. 
Draewell on April 9, 1959 at the age of 60. 

Walter was graduated from the University of Michigan in 
1923 and shortly thereafter joined the Detroit staff of Lybrand, 
Ross Bros. & Montgomery. After about a year with that office, 
he was transferred to the San Francisco office where, except for a 
brief period in 1925, he spent his entire business career until his 
retirement on June 1, 1958. 

He was a member of the American Institute of Certified Public 
Accountants, The California Society of Certified Public Account- 
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ants, the Institute of Internal Auditors, and an Emeritus Life 
Associate of the Peninsula-San Jose Chapter of National Associa- 
tion of Accountants. Among the positions held by him in these 
organizations were member of A.1.C.P.A. Council, President of 
the San Francisco Chapter of the California C.P.A. Society, and 
State C.P.A. Society President. He was also a member of the 
California State Board of Accountancy from 1952 to 1958. 
Walter’s devotion to the firm and his competence in his chosen 
profession were outstanding, and his death is keenly felt by all 
who had the privilege of knowing him and working with him. 





Mr. Joseph J. Hyde is a member for 1959 of the San Francisco 
Estate Planning Council. 


SEATTLE 


Mr. Kenneth W. Cubbage and Mr. Earl A. Anselone have been 
awarded their C.P.A. certificates. 


TULSA 


Mr. Reyburn participated as a panel member in the March 
Career Day discussions at Tulsa University and Wilson Junior 
High School. 

Mr. McKibben recently spoke before the American Society of 
Women Accountants on “Electronics in Business.” 

Mr. Paul S. Lovoi was elected Treasurer of the Men’s Club of 
St. Mary’s Church for the ensuing year. 

Mr. Charles T. Sexton, Jr. and Mr. Gail K. Runnels have 
successfully completed the C.P.A. examination. Mr. Gail K. 
Runnels received the highest grade in the state for this particular 
examination and was awarded a gold medal by the Oklahoma 
Society. 


WASHINGTON 


Mr. Yager has been appointed Chairman of the Program Com- 
mittee for the 1959 meeting of the Middle Atlantic States Account- 
ing Conference to be held in June in Washington, D. C. 


Lybrand, Ross Bros. & Montgomery 


Cities 
BALTIMORE 2 . 
BIRMINGHAM 3 
Boston 10 
CHICAGO 4 
CINCINNATI 2 . 
CLEVELAND 14 
DaLuas 2 
DETROIT 26 
HARTFORD 3 
HoustTon 2. 
Los ANGELEs 13 
LOUISVILLE 2 . 
NEw YoRK 4 . 
PHILADELPHIA 2 
PITTSBURGH 22 
ROcKFORD 
Saint Louts 1 
SAN FRANCISCO 4 
SEATTLE 1 
TULSA 3 


WASHINGTON 5 


Offices 


Addresses 
First National Bank Building 
First National Building 
80 Federal Street 
Board of Trade Building 
Carew Tower 
Union Commerce Building 
First National Bank Building 
Book Building 
37 Lewis Street 


1114 Texas Avenue 


. 510 South Spring Street 


Heyburn Building 
Two Broadway 


Packard Building 


. Oliver Building 


119 North Church Street 
411 North Seventh Street 
100 Bush Street 
Skinner Building 


. 310 Philtower Building 


Investment Building 








Lyb rand, Ross Bros. & Montgomery 


PARTNERS 


Witiiam M. LYBRAND 


CLARENCE H. AHSLER . 


Rospert L. AIKEN 

J. F. Sruart ARTHUR 
J. K. S. ARTHUR 
NorMAN E. AUERBACH 
PuiLie BARDES 

R. Kirk BATZER 
HERMON F. BELL 
NorMAN A. BoLz 
JosEPH W. BowER 
HERBERT G. BOWLES 
Rocer F. Burp 

J. EDWARD BURKE 


Hittron R. CAMPBELL . 


Epwarp G. CARSON 


Harrop C. CHINLUND . 


CLIFFORD J. CODE 
JAMES P. COLLERAN 


W. Homer CONKLING . 


Wi.iiaM P. CroucH 
Puitie L. DEFLIESE 
FreED C. DENNIS 
ALFRED T. DENT . 
GEoRGE E. Dory . 
Henry C. ELFERS 


RIcHARD T. FARRAND . 


Henry B. FERNALD . 
JOHN J. Fox 


LAWRENCE E. FRAZEE . 


CLAUDE R. GILEs 
Haro_p W. GLORE 
CLARENCE R. Haas 
JoreL D. Harvey 
HERMAN C. HEISER . 
GeorcE A. HEwITT . 
Epwarp W. HIGBEE 
ALBERT E. HUNTER . 
J. WESLEY Huss 
ALVIN R. JENNINGS . 
GEorGE R. KEAST 


CHRISTOPHER H. KNOLL . 


Ra.cpH P. KULZER 
JOHN LEIGHTON 
NorMAN J. LENHART 


New York 
Seattle 
Dallas 
Dallas 

New York 

New York 

New York 

New York 
Netroit 

. Piltsburgh 
Los Angeles 
Philadelphia 

New York 

New York 

New York 

Baltimore 
Detroit 

Cleveland 

New York 

Houston 

New York 

. Cincinnati 
Chicago 
New York 

. New York 
Philadelphia 

New York 

Detroit 
Rockford 

San Francisco 
Louisville 
Philadelphia 
Boston 
Philadelphia 
Philadelphia 
Boston 
Boston 

San Francisco 
New York 
San Francisco 
New York 

. Pittsburgh 
New York 
New York 


Harry C. ZuG 


T. Epwarp Ross 


JULIAN R. MAHER 
JAMES J. MAHON, JR. 
WILuraM F. Marsu 
JoHN McCuULLOouGH . 
Tuomas W. McKiBBEN 
JAMES E. MEREDITH, JR. 
Homer L. MILLER 
SAMUEL F.. MrrRAaNnpDy 
JoHN L. MONETA . 
Harry W. Moore 
Fray L. Murpny . 
RoBERT W. Myers . 
EpwIn P. NogELL . 
JOHN C. PADGETT 
CHARLES A. PEARSON . 
GLENN O. PETTy 

JOHN C. POTTER 


WILL1AM W. RaGsDALE, JR. 


Louis H. RAPPAPORT 
Haro_p O. REYBURN 
Mark E. RICHARDSON 
Price G. RIGHTER 
Dona_Lp M. RussELL 
WALTER L. SCHAFFER . 
GusTAve F. SCHWEITZER 
GEORGE S. SHEGOG 
CaRL J. SIMON 
PRIOR SINCLAIR 
Tuomas J. SNOWDEN 
EpmuND A. STAUB 
WALTER R. STAUB 
Harry H. STEINMEYER 
HERMAN STUETZER, JR. 
Conrap B. TAYLor . 
Puitip J. TAYLOR 
Leo V. TINKHAM . 
CHARLES H. Towns 
GLENN E. WABEL 
Mark C. WALKER 
RoBErT S. WARNER 
Writs K. WATERFIELD . 
GopFREY W. WELSCH . 
PauL M. WHITMAN . 
Pau. D. YAGER 
Philadelphia 





New York 
Philadelphia 
Pittsburgh 
Detroit 


Tulsa 
Philadelphia 
Chicago 
New York 
Philadelphia 
Los Angeles 
Chicago 
Rockford 
Cleveland 
Cleveland 
Los Angeles 
Philadelphia 
Detroit 
Birmingham 
New York 
Tulsa 

New York 
Philadelphia 
Detroit 
New York 
Philadelphia 
New York 
New York 
New York 
Saint Louis 
Chicago 
New York 
Philadelphia 
Boston 

New York 
Philadelphia 
Chicago 
New York 
Chicago 
Boston 

Los Angeles 
. Cincinnati 
. Dallas 

. Cincinnati 
Washington 








Coopers & Lybrand 


International Offices 


UNITED KINGDOM 
london 
Birmingham 
Glasgow 
Leicester 
Liverpool 
Manchester 
Sheffield 


BELGIUM 
Antwerp 
Brussels 

FRANCE 
Paris 

GERMANY 
Berlin 
Cologne 
Frankfurt Am Main 
Hamburg 
Karlsruhe 

Munich 
Pirmasens 
Saarbriicken 
Stuttgart 


HOLLAND 
Rotterdam 


CANADA 
Calgary 
Charlottetown 
Edmonton 
Halifax 
Hamilton 
Kitchener 
Montreal 
Ottawa 
Quebec 
Rimouski 
Saint John 
Sherbrooke 
Toronto 
Vancouver 
Winnipeg 


MEXICO 
Mexico City 


CENTRAL AFRICA 
Bancroft 
Bulawayo 
Chingola 
Fort Victoria 
Gwelo 

Kitwe 

Lusaka 

Ndola 

Salisbury 


EAST AFRICA 
Arusha 
Dar Es Salaam 
Jinja 
Kampala 
Mombasa 
Moshi 
Mwanza 
Nairobi 


UNION OF SOUTH AFRICA 
Cape Town 
Durban 
East London 
Johannesburg 
Port Elizabeth 
Vanderbijipark 
Virginia 
W indhoek 


WEST AFRICA 
Accra 
Lagos 


BELGIAN CONGO 
Elisabethville 


ASIA 
CoopER BROTHERS & Co. 
Incorporating 
GATTEY & BATEMAN AND 
LOWE, BINGHAM & MATTHEWS 


Kuala Lumpur 
Singapore 


AUSTRALIA 
Adelaide 
Brisbane 
Canberra 
Melbourne 
Newcastle 
Perth 
Sydney 
Wollongong 


NEW ZEALAND 
BarRR, BURGESS & STEWART 
In conjunction with 

CooprER BROTHERS & Co. 
Auckland 

Christchurch 

Dunedin 

Palmerston North 
Wellington 








toy ae 





